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Foreword

The Malaysian Institute of Accountants (MIA) and the Institute of Chartered Accountants in Australia
('ICAA) are pleased to present this Malaysian Auditing Manual. The Manual is based on the Guide to Using
International Standards on Auditing in the Audits of Small and Medium-sized Entities published by

the International Federation of Accountants ('IFAC’) and the Australian Auditing Manual, an Australian
adaptation developed by ICAA.

For some time both MIA and ICAA have recognised the need for audit practitioners, particularly those who
deal with small-to-medium sized entities to have access to reference materials that would encapsulate all
the requirements of their respective national audit standards.

This Manual has been customised to suit the Malaysian environment. It draws on the experience of ICAA
in adopting the IFAC guide to local conditions. Through this collaboration both bodies have been able to
leverage the work of IFAC and the globalisation of auditing standards to provide tailored guidance to their
respective member while promoting the consistent application of the standards. It will help audit

practitioners conduct high quality, cost e ective audits.

We hope this manual will provide Malaysian small and medium practitioners with the knowledge and tools
needed to e!ectively apply Malaysian Standards on Auditing.

Nik Mohd Hasyudeen Yuso! Richard Deutsh
President President
Malaysian Institute of Accountants The Institute of Chartered Accountants in Australia
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Preface

The Malaysian Auditing Manual is based on the Guide to Using International Standards
on Auditing in the Audits of Small- and Medium-sized Entities (SME) issued by the International
Federation of Accountants Small and Medium Practices Committee.

While it is based on the IFAC Guide, the Manual is the full responsibility of the Malaysia Institute of
Accountants. The Manual provides non-authoritative guidance on applying ISAs issued by the Malaysian
Institute of Accountants (MIA) as at 31 December 2008 and as contained in MIA Member’s Handbook 2008.
It should not be used as a substitute for reading the ISAs, but rather as a supplement intended to help
practitioners understand and consistently implement the auditing standards on SME audits in particular.

The Manual provides a detailed analysis of the ISAs and their requirements in the context of
an SME audit. It addresses, amongst other things: the key concepts underlying risk assessment; planning
and performing risk assessment procedures; understanding the client; responding to risks; evaluating audit
evidence; and reporting. In addition, the Manual o Ters some useful practical aids and an in-depth illustrative
case study based on a typical SME audit.

The Manual's primary intention is to explain and illustrate, so as to facilitate a deeper
understanding of an audit conducted in compliance with ISAs. It o!ers a practical ‘how-to’ approach that
practitioners may use in performing a risk-based audit of an SME.

We hope to see small and medium practitioners (SMPs) and other stakeholders use this Manual as a basis for
educating and training professional accountants and we encourage users to tailor the content to suit their
own needs.

It is our intention to update the Manual as and when appropriate and any suggestions for improvements are
welcome.

We would like to express our gratitude and appreciation to IFAC and ICAA for their support in publication of
this Manual.

Rosli Bin Abdullah
Chief Executive O""cer
The Malaysian Institute of Accountants

The Malaysian Institute of Accountants
Using Malaysian Standards on Auditing in the Audits of Small- and Medium-sized Entities



Request for comments

This is the Irst version of the Manual. While we consider this Manual to be of high quality
and useful in its present form, like any !rst edition it can be improved. Hence, we are committed
to updating this Manual regularly so as to ensure it re*ects current standards and is as useful as possible.

The next update is expected to be based on the newly clariled ISAs that take e#ect for audits
of Inancial statements for periods beginning on or after 1 January 2010. In order to ensure the second version is even more
useful than this one, we welcome your comments. These comments will be used to assess the Manual’s usefulness and to
improve it prior to publishing the second edition. In particular, we welcome views on:

1. How do you use the Manual? For example, do you use it as a basis for training and/or a practical reference Manual, or
in some other way?

2. Isthe cross-referencing to the ISAs su$cient for you to easily refer to the ISAs while reading the Manual?
3. Do you believe that the Manual has appropriately integrated all of the relevant ISAs into the audit process?

4. Do you consider the guidance to be conducive to the performance of an e$cient, e#ective and economic ISA
-compliant audit of smaller entities?

5. Do you nd the illustrative case study helpful? In particular, do you consider the case study example documentation
to be comprehensive and of practical assistance, particularly in connection with the audit of smaller owner-managed
businesses?

6. Doyou Ind the Manual easy to navigate? If not, can you suggest how navigation can be improved?
In what other ways do you think the Manual can be made more useful?

Please submit your comments to Rachel Chee, Technical Director and Priscilla Tan, Senior Manager Audit at:

Email: rachelchee@mia.org.my Email: priscilla@mia.org.my
Phone: 603-2279 9254 Phone: 603-2279 9225
Mail: The Malaysian Institute of Accountants Mail: The Malaysian Institute of Accountants
Dewan Akauntan Dewan Akauntan
2 Jalan Tun Sambanthan 3 2 Jalan Tun Sambanthan 3
Brick!lelds Brick!lelds
50470 Kuala Lumpur 50470 Kuala Lumpur

H 'MALAYSIAN INSTITUTE The Institute of
mIO OF ACCOUNTANTS Chartered Accountants
in Australia



Disclaimer

This Manual is designed to assist assurance practitioners in the implementation of the Malaysian Approved Standards
on Auditing (ISAs) on the audit of small- and medium-sized entities, but is not intended to be a substitute

for the ISAs themselves. Furthermore, an assurance practitioner should utilise this Manual in light of his

or her professional judgement and the facts and circumstances involved in each particular audit.

The Institute disclaims any responsibility or liability that may occur, directly or indirectly,

as a consequence of the use and application of this Manual.

The Malaysian Institute of Accountants
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How to use the Manual

The purpose of this Manual is to provide practical guidance to practitioners conducting audit engagements
for small- and medium sized entities (SMEs). However, no material in the Manual should be used as a
substitute for:

> Reading of the ISAs
It is assumed that assurance practitioners already have knowledge of the 2008 edition of the Malaysian
Institute of Accountants Auditing and Assurance Handbook.

> Use of sound professional judgement
Professional judgement is required throughout the audit based on the particular circumstances
and where interpretation of a particular standard is required.

> Compliance with the requirements of the Professional Standards
It is assumed that the assurance practitioner has complied with all the professional standards issued by
Malaysian Institute of Accountants (MIA). In terms of audit engagements, it is assumed that the assurance
practice has:

— Established a system of quality control in accordance with International Standards on Quality Control 1
(ISQC1Y)
- Implemented post audit completion procedures including cold reviews.

While it is expected that small and medium-sized practices (SMPs) will be a signi!cant user group, this
Manual is intended to help all practitioners to implement ISAs on SME audits.

The Manual o""ers a practical ‘how-to’ audit approach that practitioners may use when undertaking
a risk-based audit of an SME.
This Manual can be used:
> To develop a deeper understanding of an audit conducted in compliance with the ISAs
> For day-to-day reference and as a basis for training sessions, individual study and discussion
> To ensure sta'* adopt a consistent approach to planning and performing an audit
> To improve communication:
—Among the audit team
— With those charged with governance and management.
This Manual often refers to an audit team, which implies that more than one person is involved

in conducting the audit engagement. However, the same general principles also apply to audit
engagements performed exclusively by one person (the assurance practitioner).
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Content and organisation

The material in the Manual follows the activities outlined in the audit process chart found later in this

section.

The Manual has four major sections:
> Part A: Basic audit concepts

> Part B: Risk assessment
> Part C: Risk response

> Part D: Reporting.

Summary of Content

The following chart summarises the content in each part of the Manual.

A: Basic concepts B: Risk assessment C: Risk response D: Reporting
11 What is a risk-based 21 _Understandlng the 31 Detailed audit plan 4.1_ Evaluating audit
audit? entity evidence

. . 4.2 Communicating
1.2 Nature of internal 22 Whatare risk 3.2 Tests of controls with those charged

control

assessment procedures?

with governance

1.3 Financial statement
assertions

2.3 Client acceptance
and continuance

3.3 Substantive
procedures

4.3 The auditor’s report

2.4 Overall audit strategy
(Audit plan)

3.4 Summary of ISAs not
addressed elsewhere

4.4 Modi!cations to the
auditor’s report

2.5 Materiality

3.5 Extent of testing

2.6 Audit team discussions

3.6 Documenting work
performed

2.7 Business risks

3.7 Management
representations

2.8 Fraud risks

2.9 Signi!tcant risks

2.10 Internal control

2.11 Assessing internal
control design and
implementation

2.12 Assessing the risks of
material misstatement and
communicating internal
control weaknesses

to those charged with
governance
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Appendices

The Appendices to this Manual include !ve additional resources:
> Appendix A —Forms of internal control documentation

> Appendix B —Walkthrough procedures

> Appendix C —Risk management overview

> Appendix D - Nature of fraud

> Appendix E — Making audit enquiries.

Summary of organisation
Each section in this Manual has been organised in the following format:

> Section title

> Audit process chart — extract
Most sections contain an extract from the audit process chart (where applicable) to highlight
the particular activities that will be addressed in the section. This chart is presented in its entirety in the
section entitled The Audit Process.

> Section purpose
This outlines the content and purpose of the section.

> Principal ISAs
The ISAs noted in bold at the start of each section refer to those Auditing Standards that
are most applicable to the subject matter addressed. This is not meant to infer that other ISAs are not
applicable or do not need to be considered. For example, ISAs such as 200 Objective and General
Principles Governing an Audit of Financial Statements, 220 Quality Control for Audits of Historical Financial
Information, 260 Communications of Audit Matters with Those Charge with Governance and 300 Planning
an Audit of Financial Statements have applicability throughout the audit process but have only been
addressed specilcally in one or two sections.

> QOverview and section material
The overview section provides:

— The text of ‘black letter’ (mandatory) requirements of the principal ISAs
— An overview of what has been addressed in the section.
The overview is followed by a detailed discussion of the subject matter and practical step-by-step

guidance/methodology on how to implement ISAs. This includes some cross-reference to the applicable
ISAs.

> Consider points
There are a number of Consider Points (included in a grey shaded box) located throughout
the Manual. These Consider Points provide practical guidance on audit matters that can easily be
overlooked or where practitioners often have di* *culty in understanding and implementing certain
concepts.

> Other
The Manual includes the relevant requirements of the Companies Act 1965.

The Manual also makes reference to, but does not outline the requirements of By-Laws (On Professional
Ethics, Conduct and Practice) issued by the Malaysian Institute of Accountants and requirements of
International Standard on Quality Control 1- Quality Control for Firms that Perform Audits and Reviews of
Historical Financial Information, and Other Assurance and Related Services Engagement .
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> Case study
To demonstrate how the ISAs can be applied in practice, the Manual includes a simple
case study with commentary at the end of most sections to show the practical application
of the principles discussed.

The purpose of the case study is purely illustrative. The data, analysis and commentary do

not represent all of the circumstances and considerations that the auditor will need to address
in a particular audit. As always, the auditor must exercise his or her professional judgement.
The audit documentation provided is also illustrative. A complete audit !le is outside the
scope of this Manual.

The case study is based on a !ctional entity, Syarikat Perabot KMK Sdn Bhd, a local, family-owned
furniture manufacturer with 19 full-time employees. The entity has a simple governance structure,
few levels of management, and straightforward transaction processing. The accounting function
uses an 0''-the-shelf, standard software package.

Glossary of terms
Refer to the glossary of terms in the 2008 edition of the Malaysian Institute of Accountants, Auditing and
Assurance Handbook, for terms that are used throughout the ISAs and in this Manual.

Acronyms used in the Manual

Assertions C = Completeness
E = Existence
A = Accuracy
V = Valuation
By-laws By-Laws (On Professional Ethics, Conduct and Practice) issued by the Institute
CAATs Computer assisted audit techniques
F/S Financial statements
FRS Financial Reporting Standards issued by the MASB
FSA Financial statements area
HR Human resources
IC Internal Control. The Tve major components of internal control are as follows:
CA = Control activities
CE = Control environment
IS = Information systems
MO = Monitoring
RA = Risk assessment
Institute Malaysian Institute of Accountants
ISAs Malaysian Approved Standards on Auditing
ISAES Standards on Assurance Engagements issued by the Institute
ISRES Standards on Review Engagements issued by the Institute
IT Information technology
IAPS International Auditing Practice Statements
ISRS International Standards on Related Services
ISQC 1 International Standard on Quality Control 1
MASB Malaysian Accounting Standards Board
PC Personal computer
PERS Private Entity Reporting Standards
RPG Recommended Practice Guides issued by the Institute

R&D Research and development
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RMM Risks of material misstatement

RAPs Risk assessment procedures

SME Small- and medium-sized entities

SMP Small- and medium-sized (accounting) practices
TOC Tests of controls

TCWG Those charged with governance

Other terms used in the Manual

Anti-fraud controls
These are controls designed by management to prevent, detect and/or correct frauds. With respect
to management override, these controls may not prevent a fraud from occurring but would act as a
deterrent and make perpetrating a fraud more di ¥ cult to conceal. Typical examples are;
> Policies and procedures that provide additional accountability, such as signed approval for
journal entries

> Improved access controls for sensitive data and transactions

> Silent alarms

> Discrepancy and exception reports

> Audit trails

> Fraud contingency plans

> Human resource procedures such as identifying/monitoring individuals with above-average
fraud potential (for example, an excessively lavish lifestyle)

> Mechanisms for reporting potential frauds anonymously.

Senior management

Senior management refers to the person or persons that has/have been assigned the highest

levels of authority to manage particular aspects of the operations. These responsibilities might include; the
control and direction of functions such as day-to-day operations, sales and marketing, human resources,

IT operations, "nancing activities, internal control, and the preparation and presentation of the *nancial
statements. In smaller SMEs, many of these functions may well be the responsibility of just one or two
people.

Those charged with governance

This term (TCWG) describes the role of persons entrusted with the supervision, control and
direction of an entity. Those charged with governance ordinarily are accountable for ensuring
that the entity achieves its objectives, "'nancial reporting and reporting to interested parties.
Those charged with governance include management only when it performs such functions.
The respective responsibilities of management and those charged with governance may
vary depending on the legal responsibilities in the particular jurisdiction.

Owner-manager
This refers to the proprietors of an entity who are involved in the running of the entity
on a day-to-day basis.

Malaysian pronouncements

This Manual focuses on the ISAs issued by the Institute that apply to audits of historical **nancial information
and By Laws (On Professional Ethics, Conduct and Practice) and ISQC 1 Quality Control for Firms that
Perform Audits and Reviews of Historical Financial Information, and Other Assurance and Related Services
Engagements.
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Cross-references
The following table cross-references the ISAs (relevant to SME auditing) to the corresponding sections in the
Manual. Note that many ISAs (such as the use of analytical procedures) apply at various stages of the audit.

This table only includes cross-references to the principal sections in the Manual where the requirements are
addressed. Some of the material in the ISAs is also addressed in other sections.

Malaysian Approved Standards on Auditing

ISA Primary

Reference Title Manual Section

200 Objective and General Principles Governing an Audit of Financial Statements 11,23

210 Terms of Audit Engagements 2.3

220R Quiality Control for Audits of Historical Financial Information 2.3,24,41

230 Documentation 3536

240 The Auditor’s Responsibility to Consider Fraud in an Audit of Financial Statements 26,2829

250 Consideration of Laws and Regulations in an Audit of Financial Statements 34

260 Communications of Audit Matters with Those Charged with Governance 4.2

300 Planning an Audit of Financial Statements 24,2526,31,36

215 Under.stan.ding the Entity and its Environment and Assessing the Risks of Sections 1 and 2
Material Misstatement

320 Audit Materiality 25

330 The Auditor’s Procedures in Response to Assessed Risks Section 3

402 Audit Considerations Relating to Entities Using Service Organisations 34

500R Audit Evidence 13,33

501 Audit evidence -Additional Considerations for Speci!c ltems 34

505 External Con!rmations 34

510 Initial Engagements — Opening Balances 34

520 Analytical Procedures 22,3341

530 Audit Sampling and Other Means of Testing 35

540 Audit of Accounting Estimates 41

545 Auditing Fair Value Measurements and Disclosures 34

550 Related Parties 34

560 Subsequent Events 34

570 Going Concern 34

580 Management Representations 37

600 Using the Work of Another Auditor 34

610 Considering the Work of Internal Auditing 34

620 Using the Work of an Expert 34

700R The Independent Auditor’s Report on a Complete Set of General Purpose Financial 43
Statements

701 Modi!cations to the Independent Auditor’s Report 44

710 Comparatives 4.3

720 Other Information in Documents Containing Audited Financial Statements 34

800 The Auditor’s Report on Special Purpose Audit Engagements 43,44
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ISAs 610 and 720 were considered to have limited application in the audits of SMEs.
Consequently they have been addressed to a limited extent in this Manual.

The following table cross-references the Manual’s sections to the principal ISA sections addressed.

Note: Many sections in this Manual cover aspects addressed by more than one particular ISA .

Primary ISA and

Section Title ISQC 1 reference
11 What is a risk-based audit? 200
12 Nature of internal control 315
13 Financial statements assertions 500
21 Understanding the entity 315
2.2 What are risk assessment procedures? 315,520

ISQC 1,1SA 200, 210,
2.3 Client acceptance and continuance

220,300
24 Overall audit strategy 220,300
25 Materiality 320
2.6 Audit team discussions 240, 315
2.7 Understanding business risks 315
2.8 Understanding fraud risks 240, 315
29 Signilcant risks 315,330
210 Understanding internal control 315
21 Assessing internal control design and implementation 315
212 Assessing the risks of material misstatement 315
31 Detailed audit plan 300
32 Tests of controls 315,330
3.3 Substantive procedures (tests of details) 330,520
34 Summary of ISAs not addressed elsewhere ggg ggg g% 2(())?) 212% 545,
35 Extent of testing 330,530
36 Documenting work performed 230,315
3.7 Management representations 580
41 Evaluating audit evidence 220,330, 520, 540
42 Communicating with those charged with governance 260
43 The auditor’s report 700, 710, 800
44 Modi!cations to the auditor’s report 701,800

The audit process

The audit approach outlined in this Manual has been divided into three phases - risk assessment, risk
response and reporting. The following chart illustrates the nature of each phase and the interrelationships
between the activities and phases.
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Communication with those charged with Governance

The audit process

Risk response

Note:

Yes

Activity

Perform acceptance
or continuance
procedures

Plan the audit

Perform risk
assessment procedures

Design further
audit procedures

Perform further audit
procedures

i

Evaluate the audit
evidence obtained

Is additional
work required?

. |

Prepare the
auditor’s report

Purpose

Decide whether to
accept engagement

Develop an overall
audit approach?
—audit plan

Understand the entity

Identify and assess
RMM?

Develop an
appropriate response
to assess risks?

Reduce audit risk
to an acceptably
low level

Determine what
additional audit work
(if any) is required

Form an opinion
based on audit
Indings

1. RefertoISA 230 for a more complete list of documentation required.
2. Planning is a continual and iterative process throughout the audit.
3. RMM =Risks of material misstatement.

29
Documentation® Chapter
e N
> Listing of risk factors
— g 2.3
>Engagement letter
J
' .
> Overall audit strategy 24
—P| > Materiality 25
. . . 26
>
\U Audit team discussions )
. > Business and fraud risks 27
including signi!cant 2.8
risks 29
> Design/implementation 210
—|  ofrelevantinternal 21
controls
> Assessed RMM? at
—d| -—F/Slevel 212
—Assertion level
e N
> Update of overall strategy
» > D_etailed audit plan that 311035
links assessed risks to
further audit procedures
\_ %
~
> Work performed
> Audit !'ndings 36
) " . 37
> Sta" supervision
> Working paper review
\_
> Additional risk factors
> Revised audit procedures 41
> Changes in materiality 4.2
> Conclusions reached
> Signi!cant decisions 43
44

> Signed audit opinion
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A road map to the Manual

The following chart provides a ‘road map’ to the Manual, setting out the phases of the audit process and the
corresponding sections. It provides a handy reference for quickly 'nding the section that corresponds to a
particular phase of the audit.

Perform acceptance

Start here —) .
or continuance procedures

Independence threats
Decision to accept/decline
Engagement risks

.

Develop an overall
audit approach

Materiality, scope
Overall audit strategy
Audit Plan

.

Perform risk assessment procedures
(enquiry, observation/inspection and analytical review)

2.7,2.8,29 ) 210,211 ) 212

Inherent risk Control risk Assessed RMM at F/R level
Business and fraud risks Design/implementation and assertion level
including signi!cant risks of relevant internal controls Communicate control weaknesses

Design further audit procedures
(an appropriate response to assessed risks)

Communication with those charged with Governance

Detailed audit plans that link assessed risks to further audit procedures

Perform further Evaluate the audit
. 36,3.7 «————) 41,42 . -
audit procedures evidence obtained
Communicate internal
control weaknesses

Yes - .
( Is additional work required? and mattgrs of
governance interest
No i

Prepare the auditor’s report 43,44 — Finish

. =Relevant chapter in te Guide
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A case study has been developed to accompany this Manual. The purpose of the case study is to illustrate
how certain sections of the ISAs can be applied in practice. The following provides background information
about the Ictional company, Syarikat Perabot KMK Sdn Bhd, which uses the FRS/PERS reporting framework.
The sections that follow include commentary on the case study to illustrate the concepts in practice.

Readers are cautioned that this case study is purely illustrative. The data, analysis and commentary
do not represent all of the circumstances and considerations that the auditor will need to address in
a particular audit. As always, the auditor must exercise professional judgement.

Syarikat Perabot KMK Sdn Bhd

Syarikat Perabot KMK Sdn Bhd is a family-owned furniture manufacturing company. It produces various
kinds of wooden household furniture, both ready-made and custom built. Syarikat Perabot KMK has an
excellent reputation for producing quality products.

The company has three major product lines: bedroom sets, dining room sets, and tables

of all sorts. Standard pieces of furniture can also be customised for speci!c needs. Recently,

the company supplied a unigue dining room set to a local celebrity and, as a result, received

a lot of press coverage. Amid a lot of excitement (and concern) by family members, they recently
set up a web page where people can buy furniture directly and pay by credit card. During the
last year, the company shipped custom orders as far as 900 kilometres away.

The manufacturing facility is located on an acre of land adjacent to owner Ali Mohd Kadir's

house. An addition on the west side of Ali Mohd Kadir's home acts as Syarikat Perabot KMK's shop.
Major decisions are often made around the dining room table (which is the !rst table that

Ali Mohd Kadir and his father built together). He likes the symbolism of sharing a meal on the
product that produces his family’s money for food.

Industry trends

The furniture industry is expanding due to:

> A growing economy (more people can a'*ord good furniture)

> Availability of skilled labour

> Government policies that encourage business development

> Local lumber mills that can now produce raw materials at a competitive rate.

Because of this growth, the furniture industry is attracting new players and there is some
consolidation of smaller manufacturers by larger, more pro!table manufacturers. Retailers are
placing larger orders but only in exchange for lower prices. This demand is driving production

in assembly-line style factories that have a few standard product lines. As a result, the market for
traditional, handcrafted furniture, for which the region was known, is beginning to dwindle.
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Governance
The company was started in 1952 by Ali Mohd Kadir’s father, Khalid Mohd Kadir. Khalid Mohd Kadir !rst
made wooden spindles and banisters with one lathe in a small workshop next to the family home.

The company does not have a formal governance structure. Khalid Mohd Kadir and Ali Mohd Kadir prepare
a business plan each year and then meet regularly (once a month) with a successful local businessman,
Ahmad Nordin, to review their progress against the plan. They also pay Ahmad Nordin to comment on the
practicality of their new dreams and ideas for the business, review the operating results and provide advice
on how to deal with any specilc issues that have arisen.

Ahmad Nordin’ daughter, Erin Nordin (a lawyer by training) usually accompanies her father to the meetings
with Ali Mohd Kadir and Khalid Mohd Kadir. Erin Nordin does o'*er some legal advice, but her true passion
lies in marketing and promotion. It was Erin Nordin’ idea that Syarikat Perabot KMK should expand its
boundaries and start selling their products on the Internet. She also pushed for expansion outside their
local region and even to neighbouring countries. Although Khalid Mohd Kadir is somewhat sceptical about
expanding beyond local boundaries, Ali Mohd Kadir sees this as an opportunity to expand the business and
become more pro!table.

Employees

Syarikat Perabot KMK has 19 full-time employees. More than eight of these employees are related in some
way to the family. However, during busy periods extra people are hired to ful!l larger orders when an order
deadline exists. Some weeks there is no need for temporary workers, but at other times as many as three to
seven temporary workers may be employed. A few of the temporary workers return regularly but because of
low pay and lack of security, the turnover is quite high,

a situation which makes training a high priority.

Ali Mohd Kadir is the managing director. He oversees all aspects of the business with the help of his
assistant, Siti Khatijah, who is his daughter-in-law.

Nathan is in charge of sales and he is assisted by full-time salespeople.

Amir Mohd Kadir, Ali Mohd Kadir’s brother, looks after production, which includes ordering raw materials
and managing the inventory. There are also a production supervisor and a person in charge of quality
control. Because the facility’s space is limited, Ali Mohd Kadir and Amir Mohd Kadir are never too

far away from the production process and so they share the task of supervising the sta™".

Abu Bakar(a cousin of Ali Mohd Kadir and Amir Mohd Kadir) is in charge of the nance function and
Muthusamy is in charge of information technology (IT)
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Organisational chart

Siti Khatijah
Ali Mohd Kadir's
Assistant

Ali Mohd Kadir
Managing Director

Muthusamy Nathan
IT Sales
IT Sta™ Sales Sta*™*
(vacant)

Abu Bakar Amir Mohd Kadir
Finance Production
Kimberly Production Inventory Quality
Abu Bakar’s Supervisor Control
Assistant Manager
Production Sta"*

At present the production supervisor is also responsible for inventory. Most of the full-time employees
live close by. They either walk or take the bus to work. During busy periods, Ali Mohd Kadir provides

accommaodation for temporary workers in some old buildings on his land. He supplies his workers with
lunch each day as a bene!t and also so that they can spend the maximum time working at the factory.

Ownership

Khalid Mohd Kadir

Aminah Mohd Kadir

15%

20% Lim Chun Wah

15%

Ali Mohd Kadir
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Khalid Mohd Kadir is the principal shareholder with a 50 per cent interest in the company. He has plans to
start transferring the shares to his son, Ali Mohd Kadir, as long as Ali Mohd Kadir continues to manage the
company full-time and the company remains pro!table as a result.

Ali Mohd Kadir and his sister Aminah Mohd Kadir both hold a 15 per cent interest respectively.

The remaining 20 per cent is held by a family friend, Lim Chun Wah. Lim Chun Wah is a wealthy investor

who has provided much of the capital needed to grow the company. He also provided Syarikat Perabot
KMK with a RM100,000 loan to 'nance some new equipment needed for the larger orders. The loan bears
annual interest of 12 per cent and is repayable over 10 years, commencing !rst January 2006. The debt is
convertible to equity should the company ever default in repaying either the interest and/or the principal on
the loan.

Last year, Lim Chun Wah(63 years of age) expressed disappointment that Syarikat Perabot KMK did not
accept a larger manufacturer’s very generous o**er to buy the company. Khalid Mohd Kadir had totally
rejected the o0"'er, stating this was a family company and it was not for sale. Lim Chun Wah saw this

as a missed opportunity for the family to make money.

Aminah Mohd Kadir is a well-known singer and she travels extensively. She is not involved in the operations
of the company and totally relies on her father and brother to look after her interests.

In June of each year, Khalid Mohd Kadir organises a more formal business meeting. The shareholders meet
in the morning (primarily to review the Financial statements) and, later in the afternoon, hold a party for all
sta"'. Ali Mohd Kadir uses this occasion to tell the sta'" how well the business is doing and what the plans are
for the future.

Operations

The company started out manufacturing chairs, tables and spindles for railings and banisters,
but has since expanded into making simple household furniture such as dressers, wardrobes
and cabinets. Syarikat Perabot KMK has grown considerably through strategies such as:

> Providing quality products at fair prices to local customers

> Accepting larger furniture orders from national retailers. These large orders come witha I'rm
delivery deadline (there are major penalties for late delivery) and the pro!t margins are much
tighter than those for custom-made furniture

> Being the !'rst company in the region to sell (limited products) over the Internet

> Manufacturing parts such as spindles and round table legs for other local furniture manufacturers.
This has enabled the company to purchase expensive lathes and specialised tools that other
companies cannot a'"ord.

Syarikat Perabot KMK also sells scrap furniture and wood (pieces rejected in the quality control process) at
the factory for cash only.

New initiatives being considered include;

> Exporting their furniture to neighbouring countries. Syarikat Perabot KMK recognises that
this will mean higher shipping costs, dealing with customs, foreign currency exchange risk
and the potential for damage during transport. However, Christina is very well connected.
She knows many people in local government and thinks she can help to facilitate the extra
paperwork involved

> Redesigning some of its tables, chairs and cabinets so they can be assembled with screws,
rather than relying on dove-tailing, glue and dowels. This will enable the company to sell and
ship the furniture in parts for assembly later on.
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Retailers Store

30% 40%

12%

Internet 15%

3%
‘ Scrap

Custom

Sales
The sales breakdown is approximately:

> Standard furniture (catalogue) from sales that are negotiated in person at the store: 40 per cent

> Sales to furniture retailers; 30 per cent
> Internet sales: 12 per cent
> Made-to-order (custom-built) furniture: 15 per cent
> Scrap sales from factory: 3 percent

Nathan is a great dealmaker. He is very persistent when negotiating with customers and usually gets the
sale, although the pro!t margins on these deals are sometimes very slim. Nathan loves to work hard, but he
also likes to spend money. He recently bought a beautiful house overlooking the valley and a brand new
Range Rover.

> Notes on the sales system

— Sales contracts are prepared for retail and specialised orders. Deposits of 15 per cent of the order are
required on all custom orders, which are recorded as sales revenue when received. Two of the large
retailers require Syarikat Perabot KMK to keep 30 days of inventory on hand so that orders can be
shipped quickly to the stores when needed. These contracts also have provisions for inventory to be
returned to Syarikat Perabot KMK if it doesn't sell within a speci!ed time period

— Sales orders are manually !lled at the time of sale, except for furniture sold directly from the shop or
other small items on hand. All orders over RM500, or where the sales price is below the minimum sales
price, must be approved by Nathan. Invoices are prepared when the items
are shipped and sent to the customer

— For all sales out of the shop, invoices are prepared at the time of sale and entered into the
accounting system, which automatically numbers each sale transaction and provides an order
receipt if requested

— A summary of the day’s Internet sales is downloaded from the website. Details of the items
ordered are prepared and given to the production department. An invoice is prepared at
the same time and recorded into revenue since the item has already been paid for by the
customer’s credit card. An invoice marked ‘paid in full’ accompanies each Internet order that
has been shipped.
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> Nathan rarely performs credit checks on customers. He knows most of them. Customers used to pay cash
upon delivery but credit is granted today to match the terms that their competitors are providing. As a
result, Syarikat Perabot KMK requires a line of credit from the bank. Each year, the number of bad debts
seems to be growing

> At the end of each month, Ali Mohd Kadir reviews the sales and accounts receivable listing.
He ensures there are no obvious mistakes and he personally calls every customer whose
account is over 90 days

> Each member of the sales sta! (including Nathan) receives a commission of 15 per cent
on each sale in addition to a minimum base salary. To motivate the sales people, their base salary is well
below the salaries of most of the other employees. The computer system tracks sales made by each
sales person. Abu Bakar prints o! a report each month and prepares a listing of commissions that will
be paid on the following week’s payroll. Either Ali Mohd Kadir or Amir Mohd Kadir reviews the listing of
commissions and the sales to ensure the sta! are paid the correct amount. Nathan receives by far the
most sales commissions.

Information technology

Muthusamy oversees the company’s computer system and IT operations. The system consists
of six PCs and a server which is used for hosting the Internet site. The internal system is mainly
used for email, order taking and accounting.

The son of one of Abu Bakar’s friends, Bala, helped with the basic set-up of the system

and installation of the programs. Muthusamy ensures the PCs are well-maintained, helps users with
problems and runs weekly backups of the accounting system on an external hard drive that

is kept in the safe next to the computer room. Firewall protection and password protection have

all been added by Muthusamy in the last two years. Last year, several PCs were stolen from

the 0" "ce. Muthusamy realised that although the factory area was well secured, the 0" *ces

and computer systems were vulnerable. Access to the 0" "ces is now better secured, the PCs

are chained to desks, and the server is locked in a separate and specially cooled 0" *ce.

Internet sales are managed by Muthusamy with oversight by Amir Mohd Kadir. They have an agreement
with the bank to process the credit cards before any order is approved for shipping. They pay the bank
7 per cent on each order processed. The application program for Internet sales provides the details

of each sale, including the customer’s name, address, and the items ordered. Internet transactions

are downloaded daily from the website and sales orders are prepared and forwarded to the

production department.

Human resources
All hiring decisions are made by Amir Mohd Kadir and Ali Mohd Kadir. Like his father, Ali Mohd Kadir is
committed to hiring competent people and expects loyalty from his employees. The company:

> Strives to hire the best talent it can #nd in the region and pays its full-time employees very
competitive rates

> Invests a considerable amount of time and money in training new employees. It holds training
programs and has an informal mentoring process by which it requires newer employees to work
with more experienced ones for a period of time

> Posts many signs in the factory to remind workers about safety procedures. Last year, two
temporary students were badly injured while using a lathe. This year, several new workers were
disciplined for acting irresponsibly and endangering others.
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Payroll

Employees are paid in cash at the beginning of each week. Abu Bakar’s assistant, Kimberly, has a list of
employees and calculates the payroll and deductions based on time card summaries that Amir Mohd Kadir
provides her. Ali Mohd Kadir reviews payroll each Monday morning before instructing Kimberly to hand the
envelopes to employees. All employees sign a list when they pick up their envelope. The company does not
keep formal employee records.

Purchasing and production

Amir Mohd Kadir is responsible for purchasing and production. Because the inventory system is not very
sophisticated, he tends to over-order some items, which often results in inventory sitting in the warehouse
for long periods of time. This is considered better than under-ordering supplies, which results in production
delays. He is also responsible for hiring enough workers to ful!l orders. Because estimating worker needs is
not very scientilc, many times there are either too many or

too few workers.

> Notes on the purchasing function
— At least two quotes must be obtained before purchases over RM5,000 are approved.
The exception is wood supplied by the local wood mill where Syarikat Perabot KMK has
negotiated a ve-year exclusive supply contract

— The company prepares purchase orders for all inventory or capital purchases over RM1,000

— Amir Mohd Kadir approves all new vendors and supplies the details to Abu Bakar, who then sets
up the vendors in the system and enters details of invoices received

— Syarikat Perabot KMK maintains RM5,000 in cash on the premises at all times, as a number of the smaller
vendors like to be paid cash-on-delivery for raw materials.

Finance

Abu Bakar studied accounting at university and is well versed in accounting and !nancial matters. When he
joined Syarikat Perabot KMK two years ago, he quickly introduced the ‘Sound Accounting’ software package
by PC Sdn Bhd with its integrated accounts payable, accounts receivable, and capital assets modules.

> Notes on the accounting function

— At present, the company does not have a perpetual inventory system. Inventory is counted
twice a year, once at year-end and once halfway throughout the year. This ensures that pro!t
margins on sales can be accurately calculated at least twice a year

— Abu Bakar has been frustrated by the lack of controls over inventory. He had suggested to Ali Mohd
Kadir that inventory be counted at least four times per year to ensure that margins are reviewed
throughout the year. Ali Mohd Kadir had overridden his recommendation, stating that it would be too
disruptive to count inventory so often and it could cause the company to miss deadlines

— Although Syarikat Perabot KMK has been pro!table, the gross margins have been inconsistent.
Abu Bakar does not have an explanation as to why inventory costs are not tracked by product line. For
example, one of the most time-consuming areas is making the intricate spindles for which Syarikat
Perabot KMK is known. The spindles are used in both the bedroom and dining room lines and are also
sold to other manufacturers
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— Abu Bakar has also been pushing for costs to be tracked individually for custom pieces,
including company overhead allocations. When he presented his calculations, Ali Mohd Kadir could not
believe that custom orders were losing money and asked Abu Bakar to do the analysis again

— Ali Mohd Kadir gets very annoyed at having to pay any form of income tax and usually pressures Abu

Bakar to ensure that accruals are ‘more than adequate’.

The following income statement and balance sheet were prepared by management. Notes to the
I'nancial statements or a cash ""ow statement have not been included. Excerpts from signi!cant
accounting policies, terms and conditions for the loan payable, and details of related-party
transactions have been included in the case study material used in the illustrations.

Appendix A

Syarikat Perabot KMK Sdn Bhd Income statement — Prepared by management

For the year ended 31 December

20X8 20X7 20X6
Sales 1,437,317 1,034,322 857,400
Cost of goods sold 879,933 689,732 528,653
Gross pro!t 557,384 344,590 328,747
Distribution costs 64,656 41,351 39,450
Administrative expenses 323,283 206,754 197,248
Depreciation 23,499 21,054 10,343
Pro!t from operations 145946 75,431 81,706
Finance cost 19471 19,279 15,829
Pro!t before tax 126,475 56,152 65,877
Income taxes 31,619 14,038 16,469
Net prolt 94,856 42114 49,408
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Appendix B

Syarikat Perabot KMK Sdn Bhd Balance sheet — Prepared by management

As at 31 December

20X8 20X7 20X6
Current Assets
Cash and cash equivalents 22,246 32,522 22947
Trade and other receivables 177,203 110,517 82,216
Inventories 156,468 110,806 69,707
Prepayments and other 12,789 10,876 23,877
Total Current Assets 368,706 264,721 198,747
Non-Current Assets
Property, plant and equipment 195,821 175,450 103,430
Total Assets 564,527 440171 302177
Current Liabilities
Bank indebtedness 123,016 107,549 55,876
Trade and other payables 113,641 107,188 50,549
Income tax payable 31,618 14,038 16,470
Current portion of interest-bearing loan 10,000 10,000 10,000
Total Current Liabilities 278,275 238,775 132,895
Non-Current Liabilities
Interest-bearing loan 70,000 80,000 90,000
Total Liabilities 348,275 318,775 222,895
Net Assets 216,252 121,396 79,282
Equity
Capital and reserves
Issued capital 18,643 18,643 18,643
Accumulated pro!ts 197,609 102,753 60,639
Total Equity 216,252 121,396 79,282
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11 What is a risk-based audit?

Section purpose Primary ISA reference

An overview of the risk-based approach to auditing, the methodology, 200
and key requirements.

111 Overview
ISA 200 states:

2. The objective of an audit of nancial statements is to enable the auditor to express an opinion
as to whether the Inancial statements are prepared, in all material respects, in accordance with an applicable
I'nancial reporting framework.

17.  Anauditor conducting an audit in accordance with ISAs obtains reasonable assurance that the nancial
statements taken as a whole are free from material misstatement, whether due to fraud or error. Reasonable
assurance is a concept relating to the accumulation of the audit evidence necessary for the auditor to
conclude that there are no material misstatements in the nancial statements taken as a whole. Reasonable
assurance relates to the whole audit process.

The auditor’s objective in a risk-based audit is to obtain reasonable assurance that no material
misstatements whether caused by fraud or errors exist in the I'nancial statements. This involves three key
steps:

> Assessing the risks of material misstatement in the Inancial statements

> Designing and performing further audit procedures that respond to assessed risks and reduce
the risks of material misstatements in the nancial statements to an acceptably low level

> |ssuing a suitably worded audit report based on the audit 'ndings.

Reasonable assurance

Reasonable assurance relates to the whole audit process. It is a high level of assurance but

it is not absolute. The auditor cannot provide absolute assurance due to the inherent limitations
in the work carried out, the human judgements required, and the nature of evidence examined.
The following exhibit outlines some of the limitations in an audit.

Exhibit 1.1-1

Limitations Reasons

Use of testing Any sample of less than 100% of a population introduces some
risk that a misstatement will not be detected.

Internal control limitations Even the best designed and most e"'ective controls can be overridden
or negated by management or by collusion among employees.

Fraud that goes undetected Because fraud is speci!cally designed not to be detected, there is always
the possibility that it will not be discovered.

Nature of audit evidence available Most audit evidence tends to be persuasive in character rather
than conclusive.
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Availability of audit evidence Insu ¥ cient support may be available for drawing absolute conclusions
on speci*'c assertions such as fair value estimates.

Limitations Reasons
Reliance on judgements made by Professional judgement is required to:
the auditor

> Appropriately identify and address risk factors

> Decide what evidence to gather

> Assess estimates made by management and

> Draw conclusions based on the evidence and management
representations.

Di ¥ culty in ensuring completeness There is a risk that some important information is not known about,
not obtained or has been concealed from the auditor.

Audit risk
ISA 200 states:

24. The auditor should plan and perform the audit to reduce audit risk to an acceptably low level
that is consistent with the objective of an audit.

Audit risk contains two key elements:
> The risk that the ""nancial statements contains a material misstatement (inherent and control risk)
> The risk that the auditor will not detect such a misstatement (detection or engagement risk).

To reduce audit risk to an acceptably low level, the auditor has to:
> Assess the risks of material misstatement

> Limit detection risk. This may be achieved by performing procedures that respond to the assessed risks at
the ""nancial statement, class of transactions, account balance and assertion levels.

Assertions

Included in management’s representations about the "nancial statements are a number of embedded
assertions. These relate to the recognition, measurement, presentation and disclosure of the various
elements (amounts and disclosures) in the ""nancial statements.

For ease of use, this Manual has combined some of the assertions outlined in ISA 500 as follows;

> C =Completeness

> E = Existence, which includes occurrence

> A = Accuracy, which includes cut-o#, classi*'cation and rights and obligations

>V = Valuation.

The nature and use of assertions are addressed in Section 1.3 of this Manual.

Auditors are required to assess the risks of material misstatement at two levels. The "'rst is at the overall
"nancial statement level, which refers to risks of material misstatement that relate pervasively to the
"nancial statements as a whole and potentially a#ect many assertions. The second relates to risks
identi**able with speci''c assertions at the class of transactions, account balance, or disclosure level. This
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means that for each account balance, class of transactions and disclosure, an assessment of risk (such as
high, moderate, or low) should be made for each individual assertion (C, E, A, and V in the diagram below)
being addressed. The di!erence between assessing risk at the overall “'nancial statement level and the
assertion level is illustrated (in partial form only) below.

Exhibit 1.1-2

Financial
statement Level

Financial statements (Overall)

Account
Balances

Inventory

Cash

Payables

Class of
transactions

Revenues

Expenses

Presentation
and Disclosure

Commitments

Related
Parties

Assertion
Level

<‘>‘m‘o

Note: The assertions used in this diagram are C = Completeness, E = Existence, A= Accuracy and cut-o!, V = Valuation.
Refer to Section 1.3 for more information on the use of assertions.
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11.2 Audit risk components
The major components of audit risk are described in the exhibit below.

Exhibit 1.1-3
Nature Description Commentary
Inherent Susceptibility of an assertion to a misstatement These are the business and other risks that arise
risk that could be material, individually or when from the entity’s objectives, nature of operations
aggregated with other misstatements, assuming and industry, the regulatory environment in which
that there are no related controls. it operates and its size and complexity. The risks of
Inherent risk is addressed at both the !nancial rr;atherlal mlssta;erlnent vl Ivary ?ased on Fhe nRa}tlt(Jre
statement level and at the assertion level. Bl gccount alance or class 0 tran.sactl.on. ISKS
of particular concern to the auditor might include:
> Complex calculations which could be misstated
> High value inventory
> Accounting estimates that are subject to
signi!cant measurement uncertainty
> Alack of su®"cient working capital to continue
operations
> Adeclining or volatile industry with many
business failures
> Technological developments that might make a
particular product obsolete.
Fraud risk The risk of an intentional act by one or more There are two types of intentional misstatement that
(Part of individuals among management, those charged are relevant to the auditor:
inherent wlthlgpver;l\ance, efr?jployegs or th”t? parties, > Misstatements resulting from fraudulent
or possible involving the use of deception to obtain an unjust Inancial reporting

control risk)

Control risk

(Do internal
controls

in place
mitigate

the inherent
risks?)

Combined
risk

Detection
risk

orillegal advantage.

Risk that the entity’s internal control system will
not prevent, or detect and correct on a timely
basis, a misstatement that could be material,
individually or when aggregated

with other misstatements.

This is a term that is sometimes used to refer to the
assessed (inherent and control ) risks of material
misstatement at both the nancial statement level
and the assertion level.

This is the risk that the auditor will not detect
amisstatement that exists in an assertion that
could be material, either individually or when
aggregated with other misstatements.

The acceptable level of detection risk for a given
level of audit risk bears an inverse relationship
to the risks of material misstatement at the
assertion level.

> Misstatements resulting from misappropriation
of assets.

The entity should identify and assess its business and
other risks (such as fraud) and respond by designing and
implementing a system of internal control. Entity level
controls such as board oversight, IT general controls, and
HR policies are pervasive to all assertions whereas activity
level controls generally relate to speci!c assertions.

Some control risk will always exist because of the
inherent limitations of any internal control system.

The auditor is required to understand the entity’s
internal control and perform procedures to assess
the risks of material misstatement at

the assertion level.

Auditors can make separate or combined
assessments of inherent and control risks depending
on preferred audit techniques or methodologies and
practical considerations.

The auditor identiles assertions where there are risks of
material misstatement and concentrates audit procedures
on those areas. In designing and evaluating the results of
performing procedures, the auditor should consider the
possibility of:

> Selecting an inappropriate audit procedure
> Misapplying an appropriate audit procedure
> Misinterpreting the results from an

audit procedure.
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113 Interrelationship of audit risk components

Exhibit 1.1-4
Low risk Moderate risk High risk
Inherent risk Business, fraud, and other factors that pose a risk to !nancial reporting
Control risk Entity level and general IT controls
(Responses that
mitigate lnhereknt Business process Strategic
risks) Governance
Revenues Culture/values
Purchases Competence
. . ity’s ri P Il Attitude to control
Combined risk Et';tlg}'azgsek e i
Detection risk Acceptable level of audit risk

Risks of material misstatement

Note:

1. The term ‘entity level controls’ incorporates many elements of the control environment, risk assessment and monitoring components

of internal control. Refer to Section 1.2 for a complete description.

2. Many business risks can also be fraud risks. For example, a poorly controlled sales system may result in risks of misstatement and also
provides opportunity for fraud to occur. For this reason, it is suggested that separate lists be maintained of business and fraud risk factors.

114 The risk-based approach
ISA 200 states:

relevant to the audit.

document as required by ISA 230, “Documentation”.

preparing the 'nancial statements is acceptable.

6. The auditor should conduct an audit in accordance with International Standards on Auditing.

Throughout this Manual, the audit process is presented in three distinct phases:

> Risk assessment
> Risk response
> Reporting.

The various tasks involved in each of these phases are outlined below. Each phase is addressed

in greater detail in subsequent sections of this Manual.

MALAYSIAN INSTITUTE
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11. Indetermining the audit procedures to be performed in conducting an audit in accordance with International
Standards on Auditing, the auditor should comply with each of the International Standards on Auditing

14. The auditor should not represent compliance with International Standards on Auditing unless the auditor has
complied fully with all of the International Standards on Auditing relevant to the audit. The auditor may, in
exceptional circumstances, judge it necessary to depart from a basic principle or an essential procedure that
is relevant in the circumstances of the audit, in order to achieve the objective of the audit. In such a case, the
auditor is not precluded from representing compliance with ISAs, provided the departure is appropriately

15. The auditor should plan and perform an audit with an attitude of professional scepticism recognising that
circumstances may exist that cause the nancial statements to be materially misstated.

37. The auditor should determine whether the nancial reporting framework adopted by management in
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Risk assessment

Exhibit 1.1-5
Activity Purpose Documentation* Chapter
Perform acceptance Decide whether to > Listing of risk factors
or continuance . . 2.3
procedures AEE Ul e >Engagement letter
Develop an overall > Overall audit strategy 24
Plan the audit audit approach? > Materiality 25
ALl > Audit team discussions 26
Perform risk Understand the entity > Business and fraud risks 2.7
assesment Identify and assess including signi!cant 28
procedures RMM? risks 29
> Design/implementation 210
—>|  ofrelevantinternal 21
controls
> Assessed RMM at
Lp| -—F/Slevel 212
— Assertion level
v
Note:

1. Refer to ISA 230 for a more complete list of documentation required.
2. Planning is a continual and iterative process throughout the audit.
3. RMM = Risks of material misstatement.

Risk-based audits require practitioners to understand the entity and its environment including internal
control. The purpose is to identify and assess the risks of material misstatement of the I'nancial statements.
Because risk assessments require considerable professional judgement, this phase will likely require the time
of the audit partner and senior audit personnel in identifying and assessing the various types of risk and
thus developing the appropriate audit response.

The risk assessment phase of the audit involves the following steps:
> Performing client acceptance or continuance procedures
> Planning the overall engagement

> Performing risk assessment procedures to understand the business and identify inherent
and control risks
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> |dentifying relevant internal control procedures and assessing their design and implementation
(those controls that would prevent material misstatements from occurring or detect and correct
misstatements after they have occurred)

> Assessing the risks of material misstatement in the 'nancial statements

> |dentifying the signi!cant risks that require special audit consideration and those risks for which
substantive procedures alone are not su” "cient

> Communicating any material weaknesses in the design and implementation of internal control
to management and those charged with governance

> Making an informed assessment of the risks of material misstatement at the 'nancial statement level and
at the assertion level.

Parts of the risk assessment phase of the audit can often be carried out well before the year end.

The time involved in performing risk assessment procedures may be o#set by reducing or even
eliminating, audit work in low risk areas. The knowledge and insight gained can also be used
to provide the entity’s management with practical comments and recommendations on how
to minimise or reduce risk.

An e#ective risk assessment process, requires that all members of the engagement team be involved and
that they communicate e#ectively. The audit team® should meet or talk together on
aregular basis to share their insights. This can be achieved through:

> A team planning meeting to discuss the overall audit strategy and detailed audit plan, brainstorm
how fraud could occur, and design audit procedures that may detect whether such fraud did in
fact occur

> A team debrie!ng (towards or at the end of the !eldwork) to discuss the implications of audit

Indings, identify any indications of fraud and determine the need (if any) to perform any further
audit procedures.

115 Risk response
Exhibit 1.1-4
Activity Purpose Documentation* Chapter
/
I > Update of overall strategy
Design further Pt e > Detailed audit plan that
. — appropriate response —) ’ p 31t035
9 audit procedures —— links assessed risks to
S further audit procedures.
o
4 J
5
x a
> Work performed
Perform further audit Reduce audit risk > Audit 'ndings 36
—— toanacceptabl —
procedures T s > Sta# supervision 37
L > Working paper review.
Note:

1. Refer to ISA 230 for amore complete list of documentation required.
2. Planning is a continual and iterative process throughout the audit.

5 This Manual often refers to an audit team, which implies more than one person is involved in conducting the audit engagement. However,
the same general principles also apply to audit engagements performed exclusively by one person (the practitioner).
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The second phase of the audit is to design and perform further audit procedures that respond
to the assessed risks of material misstatement , providing the evidence necessary to support
the audit opinion.

Some of the matters the auditor should consider when planning the audit procedures include:

> Assertions that cannot be addressed by substantive procedures alone. This can occur where
there is highly automated processing of transactions with little or no manual intervention

> Existence of internal control that, if tested, could reduce the need/scope for other
substantive procedures

> The potential for substantive analytical procedures that would reduce the need/scope
for other types of procedures

> The need to incorporate an element of unpredictably in procedures performed

> The need to perform further audit procedures to address the potential for management
override of controls or other fraud scenarios

> The need to perform speci!c procedures to address ‘signilcant risks’ that have been identiled.
Refer to Section 2.9.

Audit procedures designed to address the assessed risks could include a mixture of:

> Tests of the operational e""ectiveness of internal control

> Substantive procedures such as tests of details and analytical procedures.

11.6 Reporting
Exhibit 1.1-7
Back to Risk
Assessment
-
Activity Purpose Documentation® Chapter
> Additional risk factors
Evaluate the audit Determine what > Revised audit procedures 41
id btained —additional audit work —) . o a2
evidence obtaine (ifany) is required > Changes in materiality -
> Conclusions reached.
Yes Is additional

work required?

o |

Form an opinion > Signi!cant decisions 43
ztrﬁjri)?orf‘st ?ee ort based on audit — ) _ N 44
P Indings > Signed audit opinion.

Note:
1. Refer to ISA 230 for amore complete list of documentation required.
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The nal phase of the audit is to assess the audit evidence obtained and determine whether
itis su™"cient and appropriate to reduce the risks of material misstatement in the nancial
statements to an acceptably low level.

ISA 200 states:

14. The auditor should not represent compliance with International Standards on Auditing unless the auditor
has complied fully with all of the International Standards on Auditing relevant to the audit.

Itisimportant to take the time at this stage to determine:

> If there had been a change in the assessed level of risk

> Whether conclusions drawn from work performed are appropriate

> |If any suspicious circumstances have been encountered.

Any additional risks should be appropriately assessed and further audit procedures
performed as required.

When all procedures have been performed and conclusions reached:

> Audit I'ndings should be reported to management and those charged with governance

> An audit opinion should be formed and a decision made on the appropriate wording for
the auditor’s report.

11.7 Summary
The risk-based audit requires auditors to !rst understand the entity and then to identify/assess the risks of
material misstatement in the nancial statements. This enables auditors to identify and respond to:

> Possible account balances, classes of transactions or 'nancial statement disclosures that
may be incomplete, inaccurately stated or missing altogether from the nancial statements.
Examples might include:

— Understated liabilities
— Unrecorded assets
— Assets such as cash/inventory that may have been misappropriated and
— Missing/incomplete disclosures
> Areas of vulnerability where management override and manipulation of the I'nancial
report could take place. Examples could include:
— Preparation of journal entries
— Revenue recognition policies
— Management estimates

> Other control weaknesses that if not corrected could lead to material misstatements
in the nancial statements.
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Some of the bene!'ts of this approach are summarised as follows:

> Time "'exibility for audit work
Risk assessment procedures can often be performed earlier in the entity’s !scal period
than was possible before. Because risk assessment procedures do not involve the detailed
testing of transactions and balances, they can be performed well before the year end, assuming
no major operational changes are anticipated. This can help in balancing the workload of sta#
more evenly throughout the year. It may also provide the client with time to respond to identi!ed
(and communicated) weaknesses in internal control and other requests for assistance before
the commencement of year-end audit Teldwork.

> Audit team’s e#ort focused on key areas
By understanding where the risks of material misstatement can occur in Ynancial statements,
the auditor can direct the audit team’s e#ort toward high-risk areas and away from lower-risk
areas. This will also help to ensure audit sta# resources are used e#ectively.

> Audit procedures focused on speci!c risks
Further audit procedures are designed to respond to assessed risks. Consequently, tests of
details that only address risks in general terms may be signi!cantly reduced or even eliminated.
The required understanding of internal control enables the auditor to make informed decisions
on whether to test the operating e#ectiveness of internal control. Tests of controls (for which
some controls may only require testing every three years) will often result in much less work
being required than performing extensive tests of details.

> Communication of matters of interest to management
The improved understanding of internal control may enable the auditor to identify weaknesses
in internal control (such as in the control environment and general IT controls) that were not
previously recognised. Communicating these weaknesses to management on a timely basis
will enable them to take appropriate action, which is to their bene!'t. Also, this may in turn
save time in performing the audit.

> Improved audit !le documentation
The ISAs place a lot of emphasis on the need to carefully document each step of the audit process.
Although this may add some additional cost at !rst, careful documentation will ensure that an audit !le
can stand by itself without the need for any oral explanations of what was done, why it was done, or how
the audit conclusions were reached.
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1.2 Nature of internal control

Section purpose Primary ISA reference

To provide an overview of internal control over I'nancial reporting and the !ve 315
components of internal control that are to be addressed in an audit.

121 Overview
ISA 315 states:
41. The auditor should obtain an understanding of internal control relevant to the audit.

Internal control is designed and implemented by management to address identi!ed business
and fraud risks that threaten the achievement of stated objectives such as the reliability of
Tnancial reporting.

De!nition of internal control
Internal control is a process:
> Designed and e"*ected by those charged with governance, management and other personnel

> Intended to provide reasonable assurance about the achievement of the entity’s objectives
with regard to reliability of 'nancial reporting, e**ectiveness, and e#tciency of operations and
compliance with applicable laws and regulations.

1.2.2 Internal control objectives

There is a direct relationship between an entity’s objectives and the internal control it implements
to ensure their achievement. Once objectives are set, it is possible to identify and assess potential
events (risks) that would prevent the achievement of the objectives. Based on this information,
management can develop appropriate responses, which will include the design of internal control.

Internal control can be designed to prevent potential misstatements from occurring in the rst

place or detect and correct misstatements after they have occurred.

An entity’s objectives, and therefore its internal control, can be broadly grouped into four categories:

> Strategic, high-level goals that support the mission of the entity

> Financial reporting (internal control over I'nancial reporting)

> Operations (operational controls)

> Compliance with laws and regulations.

Internal control relevant to an audit primarily pertains to 'nancial reporting. This addresses

the entity’s objective of preparing 'nancial statements for external purposes. Operational controls, such as

production and sta"* scheduling, quality control, and employee compliance with health
and safety requirements, would not normally be relevant to the audit, except where:

> The information produced is used to develop an analytical procedure

> The information is required for disclosure in the Inancial statements.

For example, if production statistics were used as a basis for an analytical procedure, the controls to ensure
the accuracy of such data would be relevant. If non-compliance with certain laws and regulations has a

direct and material e""ect on the !nancial statements, the controls for detecting and reporting on non-
compliance would be relevant.
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1.2.3 Internal control components
In ISA 315, the term ‘internal control’ encompasses ve components of internal control,
which are:

> The control environment
> The entity’s risk assessment process

> The information system, including the related business processes, relevant to I'nancial reporting, and
communication

> Control activities
> Monitoring of internal control.

These components primarily relate to the entity’s Inancial reporting objectives, as illustrated below.
The 1ve components of internal control

Exhibit 1.2-1
The division of internal control into these 1ve components provides a useful framework for auditors in
understanding the di*'erent aspects of an entity’s internal control system. However, it should be noted that:

Risk assessment

Information system

Financial
Reporting

Control Objectives

environment

Control activities

Monitoring

> The way in which the internal control system is designed and implemented will vary based on the entity’s
size and complexity. Smaller entities often use less formal means and simpler processes and procedures
to achieve their objectives. The ve components of internal control may not be so clearly distinguished;
however, their underlying purposes are equally valid. For example, an owner-manager may (and in the
absence of additional sta" should) perform functions belonging to several of the components of internal
control
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> Dilerent terminology or frameworks than those used in ISA 315 can be used to describe
the various aspects of internal control, and their e Tect on the audit, but all "'ve components
are to be addressed in the audit

> The auditor’s primary consideration is whether and how, a speci*'c control prevents, or detects and
corrects, material misstatements in classes of transactions, account balances or disclosures, and
their related assertions rather than, its classi*'cation into any particular internal control component.

A summary of the "'ve internal control components is provided below.

1.2.4 The control environment
ISA 315 states:
67. The auditor should obtain an understanding of the control environment.

Control
environment

The control environment is the foundation for e 1 ective internal control, providing discipline and structure
for the entity. It sets the tone of an organisation, in#uencing the control consciousness
or awareness of its people.

The control environment includes the governance and management functions and the attitudes,
awareness, and actions of those charged with governance and management, concerning the
entity’s internal control and its importance in the entity.

The auditor’s evaluation of the design of the entity’s control environment would include the
elements set out below.

Exhibit 1.2-2

Key elements to address Description

Communication and enforcement Essential elements which in#uence the e!ectiveness of the design,

of integrity and ethical values administration and monitoring of controls.

Commitment to competence Management's consideration of the competence levels for particular
jobs and how those levels translate into requisite skills and knowledge.

Management’s philosophy Management'’s approach to taking and managing business risks,

and operating style and management’s attitudes and actions toward "nancial reporting,
information processing, accounting functions and personnel.

Organisational structure The framework within which an entity’s activities for achieving its
objectives are planned, executed, controlled and reviewed.

Assignment of authority How authority and responsibility for operating activities are assigned and

and responsibility how reporting relationships and authorisation hierarchies are established.

Human resources policies Recruitment, orientation, training, evaluating, counselling, promoting,

and practices compensating, and remedial actions.
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The controls outlined above are pervasive to the entire entity and are often more subjective
to evaluate than the traditional control activities (such as segregation of duties) that auditors address. The
auditor must exercise professional judgement in this evaluation.

Control environment strengths can compensate or even replace weak transactional controls

in some situations. However, the reverse is also true. Control environment weaknesses can
undermine and even negate good design in other components of internal control. For example,
if a culture of honesty and ethical behaviour did not exist, the auditor would have to consider carefully what
types of audit procedures would be e ective in "'nding material misstatements in the ""nancial statements.
In some cases, the auditor may conclude that internal control has broken down to such an extent that the
only option is to withdraw from the engagement.

In smaller entities, some of the key questions to address in assessing the control environment are outlined in

the exhibit below.
Exhibit 1.2-3

Control elements

Key questions to consider

Communication and
enforcement of integrity
and ethical values

Commitment to
competence

Management’s philosophy
and operating style

Organisational structure

Assignment of authority
and responsibility

Human resources policies
and practices

> What is management’s reputation in the community?

> What verbal/written communications exist?

> What example does management set in day-to-day activities?

> How were instances of unethical behaviour or lack of integrity handled?

> What is the reputation or evidence (results, awards, etc.) of the management’s or
owner-manager’s competence?

> Does the entity hire the most competent people or the least expensive?
> How does the entity deal with incompetent employees?

> What is management’s attitude toward internal control?

> What is their approach to risk taking?

> Are their bonuses paid based on performance?

> What is management’s level of involvement in "'nancial statements preparation?

> Does the structure make sense for the nature and size of the entity involved (not
overly complex, etc.)?

> Does it di!er from other similar sized entities in the industry?

> Do entity stal know what is expected from them?
> Are there clear job descriptions in place?

> Are policies and procedures in place that address recruitment, orientation, training,
evaluating, counselling, promoting, compensating, and remedial actions?

Consider Point

Domination of management by a single individual does not mean that internal control is weak or
does not exist. In fact, the involvement of a competent owner-manager in the detailed day-to-day
operations would be an important control environment strength. The opportunity for management
override of internal control obviously exists, but this can be reduced to some extent (in virtually any
size of entity) by implementing simple fraud control policies.
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1.2.5 Risk assessment
ISA 315 states:

76. The auditor should obtain an understanding of the entity’s process for identifying business
risks relevant to nancial reporting objectives and deciding about actions to address those
risks, and the results thereof.

Risk assessment

A risk assessment process provides management with the information needed to determine
what business/fraud risks should be managed and the actions (if any) to be taken. If the entity’s
risk assessment process is appropriate to the circumstances, it will assist the auditor in identifying
risks of material misstatement. In smaller entities where a formal risk assessment process may not
exist, the auditor would discuss with management how business risks are identi!ed and how they
are addressed.

Matters the auditor should consider are how management:
> ldentiles business risks (inherent and residual risks) relevant to I'nancial reporting
> Estimates the signi!cance of the risks
> Assesses the likelihood of their occurrence
> Decides upon actions to manage them.
If the auditor identiles risks of material misstatement that management failed to identify,
he or she should:
> Consider why did management’s processes fail? Are the processes appropriate
to the circumstances?

> If a material weakness exists in the entity’s risk assessment process, communicate with
those charged with governance.

1.2.6 Information System
(Including the Related Business Processes, Relevant to Financial Reporting, and Communication)

ISA 315 states:

81. The auditor should obtain an understanding of the information system, including the related business
processes, relevant to nancial reporting, including the following areas:
a. the classes of transactions in the entity’s operations that are signi!cant to the I'nancial statements.

b. the procedures, within both IT and manual systems, by which those transactions are initiated,
recorded, processed and reported in the 'nancial statements

c. the related accounting records, whether electronic or manual, supporting information,
and speci!c accounts in the nancial statements, in respect of initiating, recording, processing and
reporting transactions

d. how the information system captures events and conditions, other than classes of transactions, that are
signi!cant to the 'nancial statements

e. the I'nancial reporting process used to prepare the entity’s Inancial statements, including

signi!cant accounting estimates and disclosures
aate] sz (@) Sutwmsemmams
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Information system

The information system (which includes the accounting system) consists of the procedures
and records established to initiate, record, process, and report the entity’s transactions (as well as
events and conditions) and to maintain accountability for the related assets, liabilities, and equity.

Exhibit 1.2-4

Matters to consider

Sources of information

Processing of information

Uses of information
produced

>

>

>

>

The classes of transactions in the entity’s operations that are signi!cant
to the 'nancial statements

How transactions originate within the entity’s business processes

The related accounting records (whether electronic or manual), supporting information
and speci!c accounts in the Tnancial statements, in respect of initiating, recording,
processing, and reporting transactions

How the information system captures events and conditions other than classes

of transactions that are signi!cant to the 'nancial statements.

The Tnancial reporting process used to prepare the entity’s Inancial statements,
including signi!cant accounting estimates and disclosures

How the entity communicates nancial reporting roles, responsibilities,
and signi!cant matters relating to nancial reporting

The risks of material misstatement associated with inappropriate override
of controls over journal entries

The procedures used to:

— Initiate, record, process, and report signi!cant and non-standard transactions
in the Tnancial statements (such as related party transactions and expense reports)

— Transfer information from transaction processing system to general ledger or
Inancial reporting system

— Capture information relevant to 'nancial reporting for events and conditions
other than transactions (such as the depreciation/amortisation of assets and
changes in the recoverability of accounts receivables)

— Record and control the use of standard and non-standard journal entries and

— Ensure information required to be disclosed by the applicable 'nancial
reporting framework is accumulated, recorded, processed, summarised,
and appropriately reported in the Inancial statements

How the incorrect processing of transactions is resolved. This could be automated

or require manual intervention

Can automated controls be suspended in any circumstances and what happens

if they fail to operate?

How are exceptions reported and acted on?

What reports are regularly produced by the information system and how are
they used to manage the entity?

What information is provided by management to those charged with governance
and to external parties such as regulatory authorities?
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1.2.7 Control activities
ISA 315 states:

90. The auditor should obtain a su ¥ cient understanding of control activities to assess the risks of material
misstatement at the assertion level and to design further audit procedures responsive to assessed risks.

Control activities

Control activities are the policies and procedures that help ensure management’s directives are carried out.
For example, these may include controls to ensure goods are not shipped to a bad credit risk or to ensure
only authorised purchases are made. These controls address risks that if

not mitigated would threaten the achievement of the entity’s objectives.

Control activities, whether these are within information or Manual systems, have various
objectives, and are applied at various organisational and functional levels. Examples include:
> Authorisation of transactions

> Performance reviews

> Information processing

> Physical controls

> Segregation of duties.

Areas the auditor should consider include:

> What risks of material misstatement (related to signi*‘cant classes of transactions, account balances, and
""nancial statement disclosures) exist at the assertion level and require mitigation? The auditor’s emphasis
is to identify and understand control activities that address areas where material misstatements are more
likely to occur. An audit does not require an understanding of all control activities

>How do speci*'c control activities, individually or in combination with others, prevent, or detect and
correct, material misstatements in classes of transactions, account balances or disclosures?

> Have any anti-fraud controls been designed and implemented? These controls would be designed to
address fraud risk factors identi''ed within the entity such as management override

> Signi**cant risks. An understanding of controls over signi*‘cant risks provides the auditor
with information to develop an e#ective audit approach. Note that risks relating to signi*‘cant
non-routine or judgemental matters are often less likely to be subject to routine controls.

In smaller entities, these controls will often be informal and may not be necessary as a result
of management oversight and other measures. For example, management may:

> Foster a corporate culture that emphasises the importance of control

> Hire competent sta#

> Monitor revenues and expenditures against an established budget

> Approve all major transactions

> Monitor key performance indicators

> Assign responsibilities among sta# so as to maximise the segregation of duties.
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12.8  Monitoring of controls
ISA 315 states:

96. The auditor should obtain an understanding of the major types of activities that the entity uses
to monitor internal control over nancial reporting, including those related to those control
activities relevant to the audit, and how the entity initiates corrective actions to its controls.

Monitoring

Monitoring assesses the e"'ectiveness of the internal control’s performance over time. The objective is to
ensure the controls are working properly and, if not, to take necessary corrective actions. Management
accomplishes monitoring of controls through ongoing activities, separate

evaluations or a combination of the two.

Ongoing monitoring activities in smaller entities are informal and are usually built into the
normal recurring activities of an entity. This includes regular management and supervisory
activities and the review of exception reports that may be produced by the information system.
Where management is closely involved in operations, they will often identify signi!cant variances
from expectations and inaccuracies in 'nancial data and take corrective action to the control.

Periodic monitoring (separate evaluations of specilc areas within the entity), such as an internal
audit function, is not common in smaller entities. However, periodic evaluations of critical processes
can be conducted by quali’ed employees not directly involved or by hiring an external person.

Monitoring provides feedback to management on whether the internal control system they
have designed to mitigate risks is:

> E""ective in addressing the stated control objectives

> Properly implemented and understood by employees

> Being used and complied with on a day-to-day basis

> In need of modi!cation or improvement to re#fect changes in conditions.

Management’s monitoring activities may also include using information from external parties
such as complaints from customers or comments from regulatory bodies that may indicate

problems, highlight areas in need of improvement or require communications relating to
internal control from external auditors.

Appendix 2 of ISA 315 contains a detailed discussion of the ve internal control components.
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129 Levels of internal control

The type of controls used to address the !ve internal control elements vary in nature and

precision. For example, certain control environment elements such as integrity and the
commitment to competence are pervasive in nature and impact on all activities undertaken by the
entity. These higher level controls (often referred to as ‘entity level controls’) do not directly prevent
or detect a misstatement from occurring but have an important indirect e'"ect. Other controls such
as the segregation of duties relate directly to a speci!c function within a particular business process
(such as payroll, sales and purchases). These lower level or business process controls are precisely
designed to prevent or detect speci!c misstatements.

Entity level controls are particularly important in smaller entities. The lack of precise

business process controls (due to limited sta™ and resources) is often 0**set by the high degree of
involvement by senior management in performing controls. These entity level controls may sometimes
operate at a level of precision that can, in fact, prevent or detect speci!c misstatements. Because of
this increased involvement of senior management in performing controls and preparing the nancial
statements, the entity level controls over management override are also very important for smaller
companies.

ISA 315 states:

89. The auditor should understand how the entity communicates I'nancial reporting roles
and responsibilities and signi!cant matters relating to 'nancial reporting.

The interrelationship between the signi!cant Inancial statement accounts and disclosures,
the underlying ve control components, and the various types of controls are summarised
in the exhibit that follows.
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Exhibit 1.2-5

Signi!cant F/S accounts and disclosures

Risk assessment

Also includes controls over:
Entity level controls >Management override
> Centralised processing
} > Period-end !'nancial reporting process

environment General IT controls > Policies that address key business risks.

Control [

Monitoring

Information system

Business process controls j

(
(

IT application controls j

Control activities
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Notes:

1

The above illustration is a general guide. In some instances, entity level controls can be
designed to operate at a level of precision that would prevent or detect speci!c misstatements
at the business process level. For example, a detailed budget approved by those charged with
governance may be used by management to detect unauthorised administration expenditures.
In other instances, there may be control activities and information systems that relate to entity
level activities.

Entity level controls (sometimes called “head 0" "ce controls”) are usually pervasive and have an

impact on virtually all aspects of operations. The “tone at the top” (established by those charged with
governance) which is what management actually does on a day-to-day basis, not what the entity says it
will do, is an example. Entity level controls, therefore, set the standard for all of

the internal control system. Poorly designed entity level controls may actually encourage all

types of error and fraud to take place. For example, an entity may have a highly controlled

and e#ective sales process. However, if senior management has a poor attitude toward control and
could easily override these controls, a material error is still likely to occur in the Tnancial statements.
Management override and poor “tone at the top” are common themes in corporate wrongdoing.

Entity level controls (such as the commitment to competence) may be less tangible than those
at the business process level (such as matching goods received to a purchase order) but are just
as critical in preventing and detecting fraud and error.

General information technology (IT) controls are similar to entity level controls except that they
focus on how IT operations (such as organisation, sta”*ng, data integrity) are managed across
the entity.

The period-end !nancial reporting process includes procedures to:

Enter transaction totals into the general ledger

Select and apply accounting policies

Initiate, authorise, record, and process journal entries in the general ledger
Record recurring and nonrecurring adjustments to the nancial statements
> Prepare the Inancial statements and related disclosures.

IT application controls are similar to business process controls. They relate to how specilc
transactions are processed at the business process level.

vV V V V
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1210 Information technology controls
ISA 315 states:

93. The auditor should obtain an understanding of how the entity has responded to risks arising
from IT.

In many entities today, information technology (IT) applications are managed on a central

basis. In smaller entities, IT management may be the responsibility of just one or even a part-time
or outsourced person. As the entity grows, more people may be involved. Regardless of size,
there are a number of risk factors relating to IT management that, if not mitigated, could result

in a material misstatement in the nancial statements.

The bene!'ts and risks of using IT controls to mitigate risks are summarised below.

Exhibit 1.2-6

Bene!'ts and risks of IT controls

Bene!ts of IT controls > Consistently apply prede!ned business rules and perform complex calculations
in processing large volumes of transactions or data

> Enhance the timeliness, availability, and accuracy of information
> Facilitate the additional analysis of information

> Enhance the ability to monitor the performance of the entity’s activities and
its policies and procedures

> Reduce the risk that internal control will be circumvented

> Enhance the ability to achieve e'"ective segregation of duties by implementing
security internal control in applications, databases, and operating systems.

Risks associated with IT > Reliance on systems or programs that are inaccurately processing data,
internal controls processing inaccurate data, or both

> Unauthorised access to data that may result in destruction of data or improper
changes to data, including the recording of unauthorised or non-existent
transactions, or inaccurate recording of transactions (particular risks may arise
where multiple users access acommon database)

> The possibility of IT personnel gaining access privileges beyond those necessary
to perform their assigned duties, thereby breaking down segregation of duties

Unauthorised changes to data in master !les
Unauthorised changes to systems or programs

Failure to make necessary changes to systems or programs
Inappropriate manual intervention

Potential loss of data or inability to access data as required.

V V. V V V

There are two types of IT controls that need to work together to ensure complete and accurate
information processing:
> General IT controls
These controls operate across all applications and usually consist of a mixture of automated
controls (embedded in computer programs) and manual controls (such as the IT budget and
contracts with service providers)
> |T application controls
These controls are automated controls that relate speci!cally to applications
(such as sales processing or payroll).
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General IT Controls

The following exhibit outlines the general IT controls.

Exhibit 1.2-7

The IT control environment

>
>
>
>
>

The IT governance structure

How IT risks are identi!ed, mitigated, and managed
The information system, strategic plan, and budget

IT policies, procedures, and standards

The organisational structure and segregation of duties.

Day-to-day computer
operations

>

Acquisitions, installations, con!gurations, integration, and maintenance
of the IT infrastructure

> Delivery of information services to users
> Management of third-party providers
> Use of system software, security software, database management systems,

\%

and utilities
Incident tracking, system logging, and monitoring functions.

Access to programs
and data

V V. V V V V

Security of passwords

Internet Trewalls and remote access controls
Data encryption and cryptographic keys
User accounts and access privilege controls
User pro!les that permit or restrict access

Revoking employee passwords and user IDs when employees resign
or are terminated.

Program development and
program changes

> Acquisition and implementation of new applications
> System development and quality assurance methodology
> The maintenance of existing applications including controls over

program changes.

Monitoring of IT operations

Policies and procedures regarding the information system and reporting that
ensure that users comply with IT general controls and that IT is aligned with
business requirements

IT application controls

IT application controls relate to the particular software application that is used at the business
process level. Application controls can be preventive or detective in nature and are designed to
ensure the integrity of the accounting records.

Typical application controls relate to procedures used to initiate, record, process, and report
transactions or other 'nancial data. These controls help ensure that transactions occurred, are
authorised, and are completely and accurately recorded and processed. Examples include edit
checks of input data with correction at the point of data entry and numerical sequence checks
with Manual follow-up of exception reports.
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1211 Business process controls

Business processes are structured sets of activities designed to produce a speci!ed output.

Business process controls relate to everyday activities such as transaction processing.

Business process controls can generally be classiled as preventive, detective, compensating or steering:
> Preventive controls avoid errors or irregularities

> Detective controls identify errors or irregularities after they have occurred so corrective
action can be taken

> Compensating controls provide some assurance where resource limitations may preclude
other more direct controls

> Steering controls (that is, policies) are designed to guide actions towards the desired objectives.
The nature of business process controls will vary based on the speci!c application.

Typical controls at the business process level would include segregation of duties, transaction
approval levels and automated controls such as the automatic numbering of sales invoices,
preparing and reviewing bank and other reconciliations on a timely basis, and reviewing actual
operating results against budget.

In addition to the bene!'ts and risks of general IT controls, there are also bene!'ts and risks of using
Manual controls, as described in the exhibit below.

Exhibit 1.2-8

Bene!'ts and risks of manual controls

Bene!ts of manual controls > Better suited to areas where judgement and discretion are required over large,
unusual or non-recurring transactions

> Are bene!cial when errors are di* "cult to de Ine, anticipate, or predict

> Changing circumstances may require a control response outside the scope of
an existing automated control

> Can monitor the e#ectiveness of automated controls.

Risks associated with
manual controls

> Less reliable than automated controls, as they are performed by people
> More easily bypassed, ignored, or overridden

> Prone to simple errors and mistakes

> Consistency of application cannot be assumed

> Less suitable for high volume or recurring transactions where automated controls
would be more e* “cient

Less suitable for activities where the speci!c ways to perform the control can be
adequately designed and automated.

\Y
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Manual controls may be independent of IT or use information produced by IT. They may
also be limited to monitoring the e !ective functioning of IT and of automated controls,
and to handling exceptions.

Consider point

When the entity has a mix of manual and automated controls, it is important to identify who

is responsible for the operation of each control. For example, suppose a warehouse manager is
responsible for shipping goods. Is that manager only responsible for inputting the data or does the
responsibility extend to the computer controls that match the shipment to the order? If something
went wrong in the matching process, is it the responsibility of the warehouse, the IT department,
or the accounting department? Unless one person is assigned responsibility for the entire process,
departments will inevitably blame each other when errors are made.

H 'MALAYSIAN INSTITUTE The Institute of
I |O OF ACCOUNTANTS Chartered Accountants
in Australia



1.3 Financial statements assertions

Section purpose Primary ISA reference

To understand the nature of management’s assertions in relation to the presentation and 500
disclosure of the various elements of the nancial statements and related disclosures.

1.3.1 Overview
ISA 500 states:

16. The auditor should use assertions for classes of transactions, account balances, and presentation and
disclosures in su""cient detail to form a basis for the assessment of risks of material misstatement and the
design and performance of further audit procedures.

A representation by management, that the Inancial statements as a whole is presented fairly

in accordance with the applicable 'nancial reporting framework, contains a number of embedded
assertions. These relate to the recognition, measurement, presentation and disclosure of the
various elements (amounts and disclosures) in the 'nancial statements.

Examples of management’s assertions include:

> All the assets exist

> All sales transactions have been recorded

> Inventories are properly valued

> Payables are proper obligations of the entity

> All recorded transactions occurred in the period under review

> All amounts are properly presented and disclosed in the I'nancial statements.

These assertions are often summarised by a single word such as completeness, existence,
occurrence, accuracy, valuation, etc. For example, when considering the sales balance,
management is asserting that sales revenue is complete (completeness assertion), the transactions

occurred (occurrence assertion), and transactions have been appropriately recorded in the
accounting records (accuracy assertion).

The relevance of an assertion to an individual account balance will vary based on the characteristics
of the balance and the potential risks of material misstatement. For example, the valuation assertion
would not be relevant to assessing the sales balance but is highly signi!cant when assessing

the inventory balance. Conversely, the risks of material misstatement due to completeness in

the inventory balance may be small, but highly signilcant in relation to the sales balance.
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The relationship of assertions to account balances is illustrated in partial form in the exhibit below.

Exhibit 1.3-1

Financial
statement level

Financial statements (overall)

Account
balances

Inventory

Cash

Payables

Class of
transactions

Revenues

Expenses

Presentation
and disclosure

Commitments

Related
parties

Assertion
level

<‘>‘m‘0

Note: This chart refers to the combined assertions which have been used for the purposes of this Manual. These combined assertions

are explained below.
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1.3.2 Description of assertions

Paragraph 17 of ISA 500 describes the categories of assertions as follows in the exhibit below.

Exhibit 1.3-2
Assertion Description
Classes of transactions Occurrence Transactions and events that have been recorded, have occurred,
and events and pertain to the entity.
Completeness All transactions and events that should have been recorded
have been recorded.
Accuracy Amounts and other data relating to recorded transactions
and events have been recorded appropriately.
Cut-o! Transactions and events have been recorded in the correct
accounting period.
Classi**cation Transactions and events have been recorded in the
proper accounts.
Account balances Existence Assets, liabilities and equity interests exist.
Rightsand The entity holds or controls the rights to assets, and liabilities are
obligations the obligations of the entity.
Completeness All assets, liabilities and equity interests that should have been recorded
have been recorded.
Valuation and Assets, liabilities and equity interests are included in the "*nancial
allocation statements at appropriate amounts and any resulting valuation or
allocation adjustments are appropriately recorded.
Presentation and Occurrence and Disclosed events, transactions, and other matters have occurred
disclosure rights and obligations | and pertain to the entity.

Completeness

All disclosures that should have been included in the *"nancial
statements have been included.

Classi*'cation and
understandability

Financial information is appropriately presented and described,
and disclosures are clearly expressed.

Accuracy and
valuation

Financial and other information is disclosed fairly and at appropriate
amounts.

Paragraph 18 of ISA 500 states that auditors may use the assertion descriptions as described above or
express them di!erently, provided all aspects have been covered.
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1.3.3 Combined assertions
To make the use of assertions a little easier to apply to smaller entities, this Manual has combined

a number of the assertions. The four combined assertions and the assertions they address are
illustrated in the exhibit below. When the auditor uses combined assertions, it is important to
remember that the accuracy and cut-o! assertion also include classi**cation, rights and obligations.

Exhibit 1.3-3
Combined assertions Classes of transactions Account balances Presentation and
disclosure
Completeness Completeness Completeness Completeness
Existence Occurrence Existence Occurrence
Accuracy and cut-o! Accuracy cut-o! Rights and obligations Accuracy rights and

71

classi'*cation obligations, classi*'cation

and understandability

Valuation

Valuation and allocation Valuation

The following exhibit describes the four combined assertions used in this Manual.

Exhibit 1.3-4

Combined assertion

Description

Completeness Everything that should be recorded or disclosed in the "nancial statements has been included.
There are no unrecorded or undisclosed assets, liabilities, transactions or events; there are no
missing or incomplete "'nancial statement notes

Existence Everything that is recorded or disclosed in the 'nancial statements exists at the appropriate date

and should be included.

Assets, liabilities, recorded transactions, and "'nancial statement notes exist, have occurred, and
pertain to the entity

Accuracy and cut-o!

All liabilities, revenues, expense items, rights to assets (in the form of a hold or control), and
""nancial statement disclosures are the property or obligation of the entity and have been
recorded at the proper amount and allocated (cut-o!) to the proper period. This also includes
proper classi*'cation of amounts in the "'nancial statements.

Valuation

Assets, liabilities, and equity interests are recorded in the "'nancial statements at the appropriate
amount (value)

Any valuation or allocation adjustments required by their nature or applicable accounting
principles have been appropriately recorded.
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134  Using assertions in auditing

The auditor should use assertions in su ¥ cient detail to form a basis for:

> Considering the di"'erent types of potential misstatements that may occur
> Assessing the risks of material misstatement

> Designing audit procedures that are responsive to the assessed risks.

Considering types of potential misstatement

The auditor should ask questions about #nancial statement amounts and disclosures to identify
the relevant assertions that, if not controlled, could result in a material misstatement in the
#nancial statements.

In considering the examples of management’s assertions outlined above, the auditor would ask
questions such as:

> Does the asset exist? (Existence)

> Are all sales transactions recorded? (Completeness)

> |s inventory properly valued? (Valuation)

> Are payables proper obligations of the entity? (Accuracy)

> Did the transaction occur? (Existence)

> Are amounts properly presented and disclosed in the #nancial statements? (Accuracy)

Assessing risks of material misstatement

Once the auditor has identi#ed the types of potential misstatement, the next step is to identify what
controls have been implemented to address the relevant assertions. For example, how does management
ensure transactions are recorded (completeness) or that signi#cant estimates are based on reasonable
assumptions and properly recorded in the #nancial statements (accuracy)?

Itis then possible to assess the risks of material misstatement at both the #nancial statement

and assertion levels.

Designing audit procedures

In designing audit procedures to be responsive to assessed risks, the auditor should place

emphasis on addressing the relevant assertions where misstatements could occur. For example,

if the risk is high that receivables are being overstated, the audit procedures should be designed

to speci#cally address the valuation assertion. Similarly, when the auditor designs tests of controls, emphasis
should be placed on testing controls over the relevant assertions rather than just signi#cant controls.
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21 Understanding the entity

75

Exhibit 2.1-1
Activity Purpose Documentation* Chapter
Perform acceptance Decide whether to > Listing of risk factors
or continuance accent engagement — ) 23
procedures ptengag >Engagement letter
Develop an overall > Overall audit strategy 24
Plan the audit audit approach? —)| > Materiality 25
— LRI > Audit team discussions 26
Perform risk Understand the entity L, >Business and fr_z'alud risks 27
assesment Identify and assess mcludlng signi*‘cant 2.8
procedures RMM3 risks 29
> Design/implementation 210
| ofrelevantinternal 21
controls
> Assessed RMM?® at
Lp| -—F/Slevel 212
—Assertion level
v
Note:
1. RefertoISA 230 for a more complete list of documentation required.
2. Planning is a continual and iterative process throughout the audit.
3. RMM = Risks of material misstatement.
Chapter purpose Primary ISA reference
To provide guidance on what is involved in understanding the entity and its 315

environment necessary to:

> |dentify and assess potential risk factors

> Su ¥ ciently design and perform further audit procedures.

211 Overview

ISA 315 states:

2. The auditor should obtain an understanding of the entity and its environment, including its internal control,
su ¥ cient to identify and assess the risks of material misstatement of the *'nancial statements whether due to
fraud or error, and su ¥ cient to design and perform further audit procedures.

Understanding the entity is an iterative process, continuing throughout the entire duration of the audit.

22. The auditor should obtain an understanding of relevant industry, regulatory, and other external factors
including the applicable ""nancial reporting framework.

25. The auditor should obtain an understanding of the nature of the entity.
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28. The auditor should obtain an understanding of the entity’s selection and application of accounting policies
and consider whether they are appropriate for its business and consistent with the applicable nancial
reporting framework and accounting policies used in the relevant industry.

30. The auditor should obtain an understanding of the entity’s objectives and strategies, and the related business
risks that may result in material misstatement of the nancial statements.

35.  The auditor should obtain an understanding of the measurement and review of the entity’s Inancial
performance.

Each year, the auditor’s understanding of the entity should be updated and details of signi!cant changes
documented.

The Tnancial statements provides a formal record of an entity’s ' nancial activities. Financial activities start
with the entity’s decision-making process, which will result from the business strategy,

the control environment, and the business processes in place. As the decision-making process
isimplemented, business transactions take place which are recorded in the accounting records

and summarised in the Tnancial statements. This is illustrated below.

Exhibit 2.1-2

Financial

Transactions
and Data

Decision
making

statements

Until the current ISAs were issued, auditors would often gain a basic knowledge of the entity and then focus
on obtaining su" *cient appropriate audit evidence to support the content of the nancial statements. Audit
e#tort was primarily directed at the information about decisions made by those charged with governance
and management and the content of the I'nancial statements.

Exhibit 2.1-3
[
£
=
k=]
=} . 5
< Financial
statements
Information
Strategy about decisions
decision made
making
and processes

Note: The audit time shown in this chart and the exhibit below is relative and not an absolute Igure.
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The weakness of this approach was that the auditor may not be aware of, or fully comprehend, the
signi!cance of the information being recorded about decisions made by those charged with governance
and management. It is only by spending time to understand the nature of the business, the business
strategy; its culture and values (control environment), the competence of the people, and the entity’s
structure and processes that it is possible to develop expectations about what types of information should,
in fact, be recorded by the information system.

ISAs require the auditor to take the time to really understand the entity’s decision-making processes. This

includes the business strategy, the business and fraud risks factors, the culture, people and accountability

relationships (control environment), and the internal controls established to address the risks. This

foundation of understanding about the entity will enable the auditor to:

> |dentify business trends, risk factors, and key information that should be recorded in the entity’s
information system

> Plan more focused audit procedures (by responding to the speci!c risks identiled) and thereby reduce
the time being spent auditing certain Ynancial statements balances.

The exhibit below illustrates this approach.

Exhibit 2.1-4
[}
£
=
=]
o}
<
Strategy
decision .
making Information
and processes ‘;E’;;g decisions Financial
statements

Understanding the nature of the entity and its environment includes the following steps,
as discussed in the corresponding chapters:

> What are risk assessment procedures Chapter 2.2
> Business risk Chapter 2.7
> Fraud risk Chapter 2.8
> Signi!cant risks Chapter 2.9
> Internal control Chapter 2.10
> Assessing internal control design and implementation Chapter 2.11
> Assessing the risks of material misstatement Chapter 2.12
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Understanding the nature of the entity and its environment, including internal control, provides the auditor
with a frame of reference for making judgements about risk assessments and developing appropriate
responses to risks of material misstatement in the Inancial statements,

This understanding will assist the auditor in:

> Establishing materiality (refer to Chapter 2.5)

> Assessing management’s selection and application of accounting policies
> Considering the adequacy of I'nancial statement disclosures

> ldentifying audit areas for special consideration (for example, related-party transactions,
unusual or complex contractual arrangements, going-concern or unusual transactions)

> Developing expectations needed for performing analytical procedures
> Designing/performing further audit procedures to reduce audit risk to an acceptably low level

> Evaluating su" "ciency/appropriateness of audit evidence obtained (for example, appropriateness
of assumptions used and management’s oral and written representations).

Consider point

The information gained from risk assessment procedures conducted before engagement
acceptance or continuance should be used as part of the audit team’s understanding of the
entity. Simply ensure the information collected is readily available to the audit team after
the engagement has been approved.

2.1.2 Sources of information

Information about the entity and its environment can be obtained from both internal and external sources.
In most cases, the auditor will start with internal sources of information; however, these should be checked
for consistency with information obtained from external sources. The following exhibit shows some of the
potential sources of information available.
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Exhibit 2.1-5

Internal sources External sources

> Financial statements > Industry information
> Budgets > Competitive intelligence
> Reports > Creditrating agencies
= > Financial performance > Creditors
-% measures/metrics > Governmentagencies
£ > Minutes > Franchisors
..g > Income tax returns > The media and other external parties.
= > Decisions made
2 on accounting policies
_g > Judgements and estimates.
L

Trade association data
Industry forecasts
Government agency reports
Newspaper/magazine articles
Information on the internet.

Vision

Mission

Values

Objectives

Strategies

Organisation structure
Minutes

Job descriptions
Operating performance
Business drivers
Capabilities

Policy and procedure manuals

Non-!nancial performance
measures/metrics.

V V. V V V

Non-!nancial information
V V.V V VYV VYV YV VYV VYV

Consider point

A major source of information that is often overlooked is the auditor’s working paper !les from
previous years’ engagements. They often contain valuable information on matters such as:

> Considerations or issues to address in planning this year’s audit

> Evaluation and source of possible adjustments and uncorrected errors

> Areas where there are recurring disagreements such as the assumptions used for
accounting estimates

Areas which appear to be susceptible to error

Matters raised in the auditor’s communication with management and those charged
with governance.
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213  Scope of understanding required
In addition to the need to understand the relevant internal control, which is addressed in Chapter
2.10, the auditor needs to understand and document four key areas, as outlined below.

Exhibit 2.1-6
Nature of industry?

Regulatory environment?
Financial reporting framework?

1. External factors

Operations, ownership and governance?
People. investments and structure?
Application of accounting policies?

2. Nature of entity

Related business risks?

3. Entity objectives o
Financial consequences?

and strategies

What key measures are used?

4, Measurement/review . .
What pressures are on management to improve business performance?

of I'nancial performance

Additional information on each of the four areas is provided as follows.

Nature of industry?
Regulatory environment?
Financial reporting framework?

1. External factors

Factors to consider

> |ndustry conditions, such as the competitive environment, supplier and customer relationships,
and technological developments

> The regulatory environment, including the applicable Inancial reporting framework
> Speci!crisks arising from the nature of the business or the degree of regulation
> The legal and political environment and environmental requirements a"'ecting the industry and the entity

> Laws or regulations that, if violated, could reasonably be expected to result in a material misstatement in the !nancial
statements

> Other external factors, such as general economic conditions.
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Operations, ownership and governance?
People, investments and structure?
Application of accounting policies?

2. Nature of entity

Factors to consider

> Entity’s operations

> Ownership and governance, including owners, family members, those charged with governance and
relationships between owners and other people or entities

> Types of investments (acquisitions, equipment, people, new products, locations, R&D, etc.) that the entity is
making and plans to make

> Entity structure (locations, subsidiaries, etc.) Complex structures may give rise to risks of material misstatement
such as:

— allocation of goodwill and its impairment
— accounting for investments

How related party transactions are identi!ed and accounted for
How the entity is 'nanced
Are the accounting policies appropriate for the business?
Are the accounting policies used in the relevant industry?
Are the accounting policies consistent with the applicable !nancial reporting framework?
What methods are used to account for signi!cant and unusual transactions?
Are there signi!cant accounting policies in controversial or emerging areas for which there is a lack of
authoritative guidance or consensus? If so, consider the e*'ect of using such policies
> Are there any changes in the entity’s accounting policies during the period? (This includes new !nancial reporting
standards/regulations.) If so:
—document the reasons and consider appropriateness
—consider consistency with requirements of the applicable 'nancial reporting framework
> |s there adequate disclosure of material matters in the 'nancial statements? Consider form, arrangement and content of the
Tnancial statements and footnotes, classi! cation of items, amount of detail provided and basis of amounts set forth.

V V. V V V V V

Related business risks?

3. Entity objectives N
Financial consequences?

and strategies

Factors to consider

> Obtain a copy of any mission, vision or values statement produced by the entity (such as in promotional or web-
based materials) and consider its consistency with the entity’s strategy and objectives; in smaller entities, this
information will not often be documented but could possibly be obtained through discussions with management
and observation of how they respond to such matters

> |dentify and document the entity’s strategies (that is, operational approaches by which management intends to
achieve its objectives)

> |dentify and document the entity’s current objectives (that is, its overall plans for the entity both short term
and long term); in smaller entities, this information will likely be obtained through enquiry of management and
observation of how they respond to such matters

> Based on the understanding obtained about mission, vision, business strategies and objectives, identify and
document the related business risks

> Business risks result from signi!cant conditions, events, circumstances, actions or inactions that could adversely
a'"ect the entity’s ability to achieve its objectives and execute its strategies or through the setting of inappropriate
objectives and strategies.
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What key measures are used?

4. Measurement/review _ _
What pressures are on management to improve business performance?

of Inancial performance

Factors to consider

> |dentify the key measures used by management to assess the entity’s performance and achievement
of objectives

> Are there external parties that measure and review the entity’s Inancial performance (regulators, franchisors, lending
institutions, and so forth)? If so, consider whether copies of such reports should be obtained from the entity (for example,
credit rating agency reports)

> Did the performance measures motivate management to take action to:

— improve the business performance?
— heighten risk by taking aggressive actions to achieve objectives?
— meet personal goals such as achieving a bonus threshold?

> Do the performance measures:

— highlight any unexpected results or trends?
— indicate trends or results consistent with the industry as a whole?

> Are the performance measures based on reliable information and precise enough to be used as a basis for
analytical procedures?

Each industry tends to have its own key performance indicators (Ynancial and non-!nancial) which the
auditor should identify and consider !'rst. Some typical key performance indicators include:

> Comparisons of performance to budgets

> Variance analysis

> Gross margin by product

> Unit sales

> Repeat contracts

> New and lost customers

> Segment information

> Divisional, departmental or other level performance reports

> Comparison of the entity’s performance with that of its competitors.

In smaller entities, those charged with governance and management may rely on just one

or two key indicators that may be reliable for evaluating !nancial performance and taking
appropriate action.

The auditor should also consider information obtained from other sources, such as engagement acceptance
and continuance procedures, that may be relevant to any of the four key areas that the auditor needs to
understand and document.
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214  Classifying the information obtained

The purpose of understanding the entity is to perform a risk assessment. This involves the identi!cation and
then the assessment of potential risks of material misstatement in the nancial statements. The information
obtained will consist of risk factors or sources of risk and the internal control system in place that will
mitigate such risks, as illustrated in the exhibit below.

Exhibit 2.1-7
Low risk Moderate risk High risk
Inherent risk Business, fraud, and other factors that pose arisk to !nancial reporting
Control risk Entity level and general IT controls
(Responses that ) .
mitigate inherent risks) Business process Strategic
Governance
Revenues Culture/values
Purchases Competence
. . ity's ri Payroll Attitude to control
Combined risk Entity's isk 4
Detection risk Acceptable level of audit risk

Risks of material misstatement

Note: The term ‘entity level controls’ incorporates many elements of the control environment, risk assessment, and monitoring components
of internal control. Refer to Chapter 1.2.

The sources of risk and the mitigation of risk can be further broken down as illustrated in the exhibit below.

Sources of risk
Exhibit 2.1-8
Low risk Moderate risk High risk
Business risk Risks of material misstatment exist
Fraud risk Risks of material misstatement exist that are intentional

Risks of material misstatement

Note: The term ‘business risk’ is broader than the risks of material misstatement in the !nancial statements. Business risk may also arise from change,
complexity, or the failure to recognise the need for change. Change may arise, for example, from:

> The development of new products that may fail

> An inadequate market, even if successfully developed
> Flaws that may result in liabilities and risk to reputation.
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The auditor’s understanding of the business risks increases the likelihood of identifying the risks
of material misstatement. However, there is no responsibility for auditors to identify or assess all
business risks.

The su I ciency of information (depth of understanding) required by the auditor is a matter of
professional judgement. It is less than that possessed by management in managing the entity.

Subsequent chapters in this Manual address the identi**cation of business risk factors, fraud risk
factors, internal control, and the combined risk assessment.

215 Documentation
ISA 315 states:
122. The auditor should document:
a. the discussion among the engagement team regarding the susceptibility of the entity’s ""nancial
statements to material misstatement due to error or fraud, and the signi**cant decisions reached

b. key elements of the understanding obtained regarding each of the aspects of the entity and its
environment identi*ed in paragraph 20, including each of the internal control components identi*'ed
in paragraph 43, to assess the risks of material misstatement of the ""nancial statements; the sources of
information from which the understanding was obtained; and the risk assessment procedures

c. theidentied and assessed risks of material misstatement at the ""'nancial statement level and at the
assertion level as required by paragraph 100 and

d. therisks identi"'ed and related controls evaluated as a result of the requirements in paragraphs 113 and
115.

The auditor should document key elements of the understanding obtained regarding each of the aspects

of the entity and its environment, as outlined above. Professional judgement should be used regarding the

manner in which these matters are documented. The more complex the entity and the audit procedures

required, the more extensive the documentation will be.

Documentation will include:

> Discussions among the audit team regarding the susceptibility of the entity’s "'nancial statements to
material misstatement due to error or fraud and the signi*‘cant decisions reached

> Key elements of the understanding of the entity obtained regarding:
— each of the aspects of the entity and its environment outlined above
— each of the internal control components, as outlined in Chapter 1.2
— sources of information from which the understanding was obtained
> The risk assessment procedures performed

> The identi"ed and assessed risks of material misstatement at the "'nancial statement level and assertion
level

> Signi**cant risks identi*'ed and evaluation of related controls.

In the documentation, it is important to obtain, in writing, management’s acceptance of
responsibility for the design and implementation of internal control.

Consider point

Itis not necessary to prepare new documentation each year. To the extent possible, simply update the
previous year's documents with changes and fresh information but always be sure the changes can
be identi*’ed as being made in the current audit period. Then, document the fact that the information
was updated.
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Case study: understanding the entity
For details of the case study, refer to the ‘Introduction to the case study’ section of this Manual.

Syarikat Perabot KMK Sdn Bhd
Some of the information obtained from performing the risk assessment procedures might include
the following:

Industry factors
Syarikat Perabot KMK seems to be following the industry trends, as outlined below.

The furniture industry is expanding due to a growing economy (more people can alord good furniture),
availability of skilled labour, government policies that encourage business development, and local lumber
mills that can now produce raw materials at a competitive rate. Syarikat Perabot KMK has a *'ve-year contract
for the supply of lumber at "'xed prices.

The growing industry is also attracting new players and there is some consolidation of smaller
manufacturers by larger more pro"table manufacturers. Syarikat Perabot KMK was approached by a larger
company last year that wanted to buy the company. The o!er was refused.

The trend seems to be towards manufacturing standard (lower priced) pieces of furniture for larger retailers
as opposed to the traditional practice of custom furniture sold directly to consumers. Retailers are asking for
bigger orders but only in exchange for lower prices. This is driving assembly-line style factories with a few
standard product lines. Syarikat Perabot KMK has supplied two major retailers. There is risk here because
the retailers can be very demanding. In the last year, three furniture companies went bankrupt by trying to
produce and "'nance large quantities of goods and orders at razor-slim pro*'t margins.

Related parties include...

Sales breakdown is as follows:

> Standard furniture (from catalogue) 40 per cent
> Sales to furniture retailers 30 per cent
> Internet sales 12 per cent
> Made-to-order (custom-built) furniture 15 per cent
> Scrap sales from factory 3 per cent

Laws and regulations to consider...

Key customers...

Key suppliers...

Nature of entity

The company does not have a formal governance structure, but Khalid Mohd Kadir and Ali Mohd

Kadir prepare a business plan each year and then meet regularly (once a month) with successful local
businessman, Ahmad Nordin, to review their progress against the plan. They pay Ahmad Nordin to
comment on the practicality of their new dreams and ideas for the business, review the operating results,
and provide advice on how to deal with any speci*'c issues that have arisen (see organisational chart on W/P
Ref#)!

Ali Mohd Kadir feels that the company pays too much in corporate taxes. By comparing actual results to
the estimates made in previous years, we identi*'ed some instances of management bias. This matter has
become a topic of discussion at the closing meeting in each of the last two years.

1 W/P =working papers. Ref # = reference number. Working paper not included; for illustrative purposes only.
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Ownership is as follows:
(See chart on W/P Ref #)

Personnel

Syarikat Perabot KMK has 19 full-time employees. More than eight of these employees are related in
some way to the family. However, during busy periods extra people are hired to ful!ll larger orders where
a deadline for order completion exists. During some weeks, there is no need for temporary workers at

all; at other times, there can be anywhere from four to eight temporary workers employed. A few of the
temporary workers return regularly, but because of the lack of job security, the turnover is quite high.

All hiring decisions are made by Amir Mohd Kadir and Ali Mohd Kadir. Like his father, Ali Mohd Kadir is
committed to hiring competent people and expects loyalty from his employees. Syarikat Perabot KMK has
always strived to hire the best talent the company can !'nd in the region and pays its full-time employees
very competitive rates.

Individual responsibilities are as follows:

> Ali Mohd Kadir is the managing director; he oversees all aspects of operations and nances with the help
of his assistant, Siti Khatijah, who is his daughter-in-law

> Nathan is in charge of sales and he is assisted by two full-time salespeople

> Amir Mohd Kadir looks after production, which includes raw materials ordering and the inventory; there
are eight full-time production sta' members, which includes a production supervisor and one person in
charge of quality internal control. Because the facility’s space is limited, Ali Mohd Kadir and Amir Mohd
Kadir are never too far away from the production process and so they share the task of supervising the
sta"

> Abu Bakar(a cousin of Ali Mohd Kadir and Amir Mohd Kadir) is in charge of the Inance function

> Muthusamy is in charge of IT

> Management is very involved in the operations; Ali Mohd Kadir and Amir Mohd Kadir monitor operations
and deal with issues as they arise. Job descriptions have been developed and roles and responsibilities are
reasonably well de!ned

Key advisers

In addition to the bank manager and Ahmad Nordin, Erin Nordin (Ahmad Nordin’ daughter and a lawyer by
training) usually accompanies her father to the meetings with Ali Mohd Kadir and Khalid Mohd Kadir. Erin
Nordin o""ers some legal advice, but also gets involved with strategy. It was Erin Nordin’ idea that Syarikat
Perabot KMK should expand its boundaries and start some Internet sales. She also pushed for expansion
outside their local region and even to neighbouring countries.

Financing
HGIQ Bank operating loan secured by receivables and inventory.

Lim Chun Wah provided Syarikat Perabot KMK with an unsecured loan at 12 per cent repayable over 10 years
commencing 1 January 2006. The debt is convertible to equity if there is ever a default in repaying either
interest or the principal on the loan.

Bonus plans

Both Ali Mohd Kadir and Amir Mohd Kadir receive a management bonus based on the audited !nancial
statements. Each member of the sales sta™ (including Nathan) receives a commission of 10 per cent on each
sale in addition to a minimum base salary. This commission can represent a signi!cant

part of their salaries.

1 W/P =working papers. Ref # = reference number. Working paper not included; for illustrative purposes only.
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Accounting policies

Revenue is recognised when the goods are shipped. The only exception is the non-refundable
15 per cent deposit taken on large orders, which is recognised as revenue when the deposit is
made. This amount has not been material in the last three years.

Of more concern are the sales contracts that have provisions for inventory to be returned to
Syarikat Perabot KMK if it does not sell within a speciled time period. This could result in a revenue
recognition issue.

The other signi!cant accounting policies are as follows:

Business objectives and strategies

The business plan calls for more expansion beyond local boundaries. This includes more
sales to large retailers and marketing to attract Internet sales. Ali Mohd Kadir sees this as a
great new opportunity to grow the company and become more pro!table.

The implications of growth are:

> An increased risk of bad debts

> A need for sound inventory management to ensure investment levels and obsolescence
are minimised

> A potential squeeze on working capital

> Anincreased risk of damage in transport

> An increased cost of returned merchandise

> A need for foreign currency exchange risk management

> A need for additional !xed assets

> A need for additional craftsmen

> Foreign exchange risk management.

Performance measures

See the extensive analytical procedures performed on W/P Ref. #

Ali Mohd Kadir watches the gross margin levels very closely. However, because inventory management is
not strong, some of the calculated margins may be higher than reality.
This has been the subject of a communication to management in the past.

Based on our research of the industry, the current margin levels are reasonable.?

2 wp= working papers. Ref # = reference number. Working paper not included; for illustrative purposes only.

H 'MALAYSIAN INSTITUTE The Institute of
mIO OF ACCOUNTANTS Chartered Accountants
in Australia



2.2 What are risk assessment procedures?

Exhibit 2.2-1
Activity Purpose Documentation* Chapter
Perfo”‘.‘ acceptance Decide whether to > Listing of risk factors
or continuance - ment 23
procedures GCEEDUCJRgETTE > Engagement letter
Develop an overall > Overall audit strategy 24
Plan the audit audit approach? > Materiality 25
~auditplan > Audit team discussions 26
Perform risk Understand the entity >Business and fr?'ud risks 27
assesment Identify and assess including signi*“cant 28
procedures RMM? risks 29
> Design/implementation 210
|  ofrelevantinternal 211
controls
> Assessed RMM? at
Lp| -—F/Slevel 212
— Assertion level
w
Note:

1. Refer to ISA 230 for a more complete list of documentation required.
2. Planning is a continual and iterative process throughout the audit.
3. RMM =Risks of material misstatement.

Chapter purpose Primary ISA reference

To explain the purpose and nature of risk assessment procedures and how they relate 315, 520
to the development of the detailed audit plan and overall audit strategy.

2.2.1 Overview
ISA 315 states:
7. The auditor should perform the following risk assessment procedures to obtain an understanding
of the entity and its environment, including its internal control:
a. inquires of management and others within the entity
b. analytical procedures and
c. observation and inspection.

12.  When the auditor intends to use information about the entity and its environment obtained in prior periods,
the auditor should determine whether changes have occurred that may alect the relevance of such
information in the current audit.

ISA 520 states:

2. The auditor should apply analytical procedures as risk assessment procedures to obtain an understanding of
the entity and its environment and in the overall review at the end of the audit.

The Malaysian Institute of Accountants
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